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The development of modern accountancy and the growth of auditing profession in India and, 
indeed, in the world as a whole must be seen in the context of the enormous expansion of industry, 
trade and commerce which has taken place in the last decade. The auditing profession is now going 
beyond the duties prescribed by the Companies Act. It is initiating its own accounting standards, 
and auditing regulations and guidelines. At present, it has sought to standardise the accounting 
procedure by issuing mandatory accounting standards and also issuing standardised auditing 
guidelines for conducting audit work. In addition to that, auditing in its modern form has adopted 
a multidimensional approach. At present, the scope of auditing is not restricted to only financial 
audit under the Companies Act but has been extended to cost accounts, managerial policies, 
operational efficiencies, system applications, social implications of business organisations and 
environmental aspects too. 

In the light of the above changes, Auditing: Principles and Techniques has been written in order to 
describe the modern tools and techniques of auditing. Written in a student-friendly manner, this 
book is intended for commerce students of all the universities in India as well as for different profes- 
sional examinations. 


This book aims to assist the readers to develop, in a systematic way, a thorough understanding 
of the concepts and techniques underlying auditing. Simplicity and brevity are the twin 
characteristics of this book. The contents of the syllabus have been lucidly explained point-wise 
with charts, examples and illustrations, where necessary, and the subject matter has been 
summarised at the end of each chapter for quick reference. The book has 20 chapters covering all the 
important and latest aspects of auditing including bank and insurance audit, audit in a 
computerised environment, new areas of auditing etc. A separate annexure has been added at the 
end of the book discussing some important case decisions. Two other annexures include model 
answers to questions, both subjective and objective. 

My endeavour has been to make this book strictly syllabus oriented. I hope my sincere efforts to 
present the text of the syllabus analytically and methodically is appreciated by students as well as 
teachers. 

I express my deep gratitude to the renowned authors on this subject from whom references 
have been taken in writing this book. I am also grateful to Pearson Education for publishing this 
book. If my work is appreciated by the readers, I will consider it as my best reward. 


S. K. Basu 
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INTRODUCTION 


The development of modern accountancy and the growth of auditing profession in India, 
and, indeed, in the world as a whole, must be seen in the context of the enormous expansion 
of industry and commerce, which has taken place since the Industrial Revolution. While 
business enterprises were comparatively small, and were managed by their proprietors, 
there was little need for the development of complex accounting procedures. When the 
scale of operations increased and capital was invested in joint stock companies by share- 
holders who took no part in the management of such companies, it became necessary for 
the managers to present accounts to the shareholders at regular intervals by means of 
annual accounts. However, the managers (or directors) of unsuccessful companies had an 
obvious vested interest in hiding the lack of success of their companies from the sharehold- 
ers; this led to fraudulent accounting and resultant scandals. Governments therefore made 
provisions for the accounts of companies to be reported by persons other than the directors. 
In this way auditing was developed. The continuing increase in the size of enterprises and 
the greater complexity of their accounting procedures, have made increasing demands on 
the skill of auditors. Hence, it is required that accounts shall only be audited by qualified 
accountants, who are members of recognised professional bodies. 


ORIGIN OF THE WORD ‘AUDIT’ 


The word ‘audit’ is derived from the Latin word ‘audire’, which means ‘to hear’. The origin 
of ‘audit’ can be traced back to olden times, but auditing as its existing form was established 
only in the middle of the 19th century. 

In olden times, the methods of accounting were so crude and the number of transac- 
tions were so small that every individual was in a position to check all the transactions 
recorded by himself or by his employees. Whenever the owner of the business suspected 
frauds or misappropriation of funds, he appointed an official to check the accounts. Such a 
person would meet the concerned employees and hear whatever they had to say in connec- 
tion with the accounts. The person appointed to examine the accounts came to be known as 
the ‘auditor’. 


EARLY HISTORY OF AUDIT 


Historical evidence reveals that soon after the ancient states and empires acquired a coher- 
ent organisation, systems of checks were applied to their public accounts as testified by 
ancient records. The ancient Egyptians, the Greeks and the Romans utilised systems of 
checks and counter checks among the various financial officials. The duties of the auditor in 
ancient times were thus limited. 

The last decade of the 15th century, witnessed a great impetus in trade and commerce, 
inspired by the Renaissance in Italy. This led to the evolution of a system of accounts capa- 
ble of recording completely all kinds of business transactions. The principles of double 
entry system were published in 1494, in Venice by Luca Pacioli, although the system had 
already been in existence in the preceding century. The author of the principles also defined 
and described, for the first time, the duties and responsibilities of ‘an auditor’ in detail. 
Since then, the duties and responsibilities of an auditor have increased enormously. 
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The Industrial Revolution was another landmark in the history of trade and commerce. 
It resulted in large scale production requiring huge amount of capital investment. Individu- 
als were not in a position to provide adequate capital, because of their limited finances. It 
was at this time that the company as a form of business organisation came into existence, 
and this widened greatly, the possibilities of raising capital for industry from the general 
public by the issue of shares with a limited liability. 

In this type of organisation, the shareholders delegated the management of the under- 
taking to a board of directors and periodically the board submitted the accounts of the com- 
pany to the shareholders so that the shareholders were in a position to have a true and fair 
picture of the financial position and the profit and loss of the undertaking. 

With the rapid growth in the number of companies, professional accountants came in 
the picture. In 1880, the Queen of United Kingdom granted a charter, which incorporated 
the various societies of accountants into a single body, the Institute of Chartered Account- 
ants of England and Wales. By early 1990s, the concept of audit had developed to a stage 
where professional accountants became prominent as auditors. The objectives of audit 
were also changed during this time. Apart from detecting frauds and errors, the auditors 
also started verifying and reporting on the accuracy of the financial records and documents 
as well as the financial statements. The verification and attestation of financial statements 
became the primary objective of company audit. Detection of errors and frauds became 
incidental to the attainment of this objective. The Companies Act of 1948 in UK formalised 
this position. 

Being under the British rule, the developments in the UK had a profound effect on the 
company legislation in India. The Joint Stock Companies Act of 1857 contained provisions 
for voluntary annual audit of company accounts. The Companies Act, 1913 made the audit 
of company accounts compulsory in India. The Act also prescribed, for the first time, the 
powers and duties of the auditors and the procedures of their appointment. In 1949, the 
Parliament of India passed the Chartered Accountants Act, under which a body of profes- 
sional accountants, viz. The Institute of Chartered Accountants of India, was established. 
The Institute is an autonomous body, which regulates the profession of chartered account- 
ants throughout India. In 1956, a new Companies Act replaced the Act of 1913. The Act now 
contains elaborate provisions regarding qualifications and disqualifications of auditors, the 
method of appointment of auditors and their powers and duties. 


AUDITING DEFINED 


The word ‘Audit’ is derived from the Latin word audire, which means “to hear”. In olden 
times, whenever the owners of a business suspected fraud, they appointed certain persons 
to check the accounts. Such persons sent for the accountant and ‘heard’ what they had to 
say in connection with the accounts. 


The dictionary meaning of audit is official examination of accounts. Obviously the per- 
son who examines the accounts must be a person who knows what to examine, how to 
examine and to whom his examination report and observations are to be submitted. In 
brief, it can be said that auditing is the process by which competent independent 
individuals collect and evaluate evidence to form an opinion and communicate their 
opinion to the person interested through their audit report. 
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From the above it is clear that the auditing process involves three components. These 
are as follows: 


e Books of accounts 

e Auditor 

e Techniques and procedures of audit 

Montgomery, a leading American accountant, defines auditing as “a systematic 
examination of the books and records of a business or other organisations, in order to check 
or verify and to report upon results thereof”. 


The ICAI has defined auditing in its Auditing and Assurance Standard -1 (AAS-1) as 
“the independent examination of financial information of any entity, whether profit ori- 
ented or not and irrespective of its size or legal form, when such an examination is con- 
ducted with a view to express an opinion thereon”. 

From the above definitions, it is seen that an auditor has not only to see the arithmetical 
accuracy of the books of accounts but also has to go further and find out whether the trans- 
actions entered in the books of original entry are correct or not. It is possible to perform this 
function by inspecting, comparing, checking, reviewing, scrutinising the vouchers support- 
ing the transactions in the books of accounts and examining the correspondence, minute 
books of the shareholders’ and directors’ meeting, Memorandum of Association and 
Articles of Associations etc. 


ESSENTIAL FEATURES OF AUDITING 


The following are the essential features of auditing: 


1. Accounting control 

Audit is an instrument of accounting control. The truth and fairness of the accounting 
information is controlled and checked by auditing activities. 

2. Safeguard 

Audit acts as a safeguard on behalf of the proprietor / s (whether an individual or a group of 
persons) against extravagance, carelessness or fraud on the part of the proprietors’ agents 
or servants in the realisation and utilisation of his / their money and other assets. 

3. Assurance 

Audit assures on the proprietors’ behalf that the accounts maintained truly represent facts 
and expenditure has been incurred with due regularity and propriety. 

4. Assessment 

Audit assesses the adequacy of the accounting system in order to ascertain its effectiveness 
in maintaining accounting records of an organisation. 

5. Review 

Audit carries out a review of the financial statements to know whether the accounting 
records are in agreement with those statements. 

6. Reporting tool 


Audit is a tool for reporting on the financial statements as required by the terms of the 
auditors’ appointment and in compliance with the relevant statutory obligations. 
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Nature of Auditing & 
7. Practical subject 


Auditing is a practical subject. It is something that people do. How it is done today is a 
result of long history of marginal changes and responses to new commercial and legal 
developments over the centuries with the most rapid progress in the last few years. 


WHY IS THERE A NEED FOR AN AUDIT? 


The problem that has always existed when the managers report to owners is the credibility 
of the report. 


The report may 

e contain errors e be deliberately misleading 

e not disclose frauds e fail to disclose relevant information 
e be inadvertently misleading e fail to conform to regulations 


The solution to this problem of credibility in reports and accounts lies in appointing an 
independent person called an auditor to investigate the report and submit his findings. 

A further point is that modern companies can be very large with multi-national activi- 
ties. The preparation of the accounts of such groups is a very complex operation involving 
the bringing together and summarising of accounts of subsidiaries with different conven- 
tions, legal systems and accounting and control systems. The examination of such accounts 
by independent experts trained in the assessment of financial information is of benefit to 
those who control and operate such organisations as well as to owners and outsiders. 


Many financial statements must conform to statutory and other requirements. The 
most notable is that all company accounts have to conform to the requirements of the Com- 
panies Act. In addition, all accounts should conform to the requirements of accounting 
standards. It is essential that an audit should be carried out on financial statements to 
ensure that they conform to these requirements. 


OBJECTIVE OF AN AUDIT 


The original objective of an audit was principally to see whether the personnel involved in 
accounting had properly accounted for the receipts and payments of cash. In other words, 
the objective of audit was to find out whether cash had been embezzled and if so, who em- 
bezzled it and what amount was involved. Thus, it was only an audit of cash book. But, at 
present, the main aim of audit is to find out, after going through the books of accounts, 
whether the balance sheet and profit and loss account are drawn up accordingly and 
whether they represent a true and fair view of the state of the affairs of the concern. This is 
possible when the auditor verifies the accounts and the statements. While performing his 
duties, the auditor also has to discover errors and frauds. 


The ICAI in its “statement on objective and scope of the audit of financial 
statements” AAS-2 enumerates the following as the objectives of auditing the financial 
statements: 

1. The objective of an audit of financial statements, prepared within a framework of 

recognised accounting policies and practices and relevant statutory requirements, if 
any, is to enable an auditor to express an opinion on such financial statements. 
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2. The auditor's opinion helps determination of the true and fair view of the financial 
position and operating results of an enterprise. 


The auditor should be an independent person who is appointed to investigate the 
organisation, its records and financial statements prepared from them and thus form an 
opinion on the accuracy and correctness of the financial statements. The primary aim of an 
audit is to enable to confirm that the accounts show a true and fair view or, that they do not. 


So, the primary aim of an audit is to promote efficiency and accuracy in accounting and 
to place before the shareholders and management accurate information of the financial 
condition of the business, which may serve as an aid to overall administration of the busi- 
ness entity. For the fulfillment of the primary objects of an audit, the following subsidiary 
objects are to be realised: 

e Detection of errors e Prevention of errors 

e Detection of frauds e Prevention of frauds 

Again, errors, which arise out of innocence and carelessness, are of three types: 

e Clerical errors 

e Compensating errors 

e Errors of principles 

Also, clerical errors may be of two types: 

e Errors of omission e Errors of commission 

On the other hand, frauds which arise out of some intention to gain something through 
some manipulating devices are of three types: 

e Misappropriation or embezzlement of cash 

e Misappropriation of goods 

e Manipulation of accounts 

The objectives of auditing can be presented in the following chart: 


Objectives of Audit 


y 
i } 


Primary Secondary 
Promoting Promoting Detection of Detection of Prevention of Prevention of 
efficiency accuracy errors frauds errors frauds 


| | 
y | yy | y 


Clerical Compensating Errors of Embezzlement Misappropriation Manipulation 
errors errors principles of cash of goods of accounts 
Errors of Errors of 


omission commission 
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1.8 ERRORS AND FRAUDS IN ACCOUNTING 


1.8.1 Errors 


Generally errors are the result of carelessness on the part of the person preparing the 
accounts. During the course of auditing, errors may be detected, though auditing does not 
ensure detection of all errors. Errors can be described as unintentional mistakes. Errors can 
occur at any stage in business transaction processing i.e. transaction occurrence, documen- 
tation, record of prime entry, double entry record, summarising process or financial state- 
ment production. Errors can be of any of a multitude of kinds i.e. mathematical, clerical or 
in the application of accounting principles. 

Accounting errors, which are possible to be detected through auditing, can be of the 
following types: 


1. Errors of omission 

When a transaction is omitted completely or partially from the books of accounts, it is 
known as an error of omission. This type of error is not reflected in the trial balance and 
hence are more difficult to detect. 


Examples 
(a) Omission of purchases from purchases day book. 
(b) Ignoring depreciation on fixed assets completely. 


2. Errors of commission 

When entries made in the books of original entry or ledger are either wholly or partially 
incorrect, they are known as errors of commission. Some of these errors may not affect the 
trial balance. 


Examples 
(a) Wrong amount recorded in the books of original entry, e.g. sale of goods of Rs. 15,000 
recorded as Rs. 1,500 in sales day book. This error will not affect trial balance. 


(b) Posting to the wrong side of an account. In place of debiting, e.g. an amount of Rs. 150 is 
credited. This error will affect the trial balance. 


3. Compensating errors 
When an error offsets the effect of another error, it is known as a compensating error. These 
errors do not affect the agreement of the trial balance, hence cannot be located by it. 


Examples 
(a) A debit balance is undercast by Rs. 100 and credit balance is undercast by the same 
amount. 
(b) Sales return of Rs. 500 is posted to the Return Inward A/c as Rs. 5,000 and similarly pur- 
chase return of Rs. 500 is posted to the Return Outward A/c as Rs. 5,000. 
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4. Errors of principles 

When principles of book-keeping and accountancy are not followed, the error is known 
as error of principles. Such errors may be committed intentionally to understate asset and 
to overstate liability and to inflate and deflate profit as and when the circumstance dictates. 


Examples 
(a) Treatment of capital expenditure as revenue expenditure, e.g. purchase of machinery 
treated as purchase of goods. 
(b) Valuation of stock on the basis of wrong principle. 


1.8.2 Fraud 


Fraud means false representation or entry made intentionally or without belief in its truth 
with a view to defraud somebody. Detection of fraud is considered to be one of the 
important duties of an auditor. The term ‘fraud’ is used for several sins including the 
following: 
(a) Fraud, which involves the use of deception to obtain an unjust or illegal financial 
advantage 
(b) Intentional mis-statements in, or omissions of, amounts or disclosures from an 
entity’s accounting records or financial statements 
(c) Theft, whether or not accompanied by mis-statements of accounting records or 
financial statements 


The following are the main ways in which fraud may be activated: 


1. Embezzlement of cash 


Defalcation of cash is possible irrespective of the size of the business small or large. The 
possibility of the misappropriation of cash is small in a small business organisation, where 
the proprietor has a direct control over the cash receipts and disbursement. The chances are 
greater in case of large business organisations. There are different methods of misappro- 
priation of cash defalcation, out of which “Teeming and Lading” procedure in usually 
followed by the employees involved in the misappropriation of cash. 


2. Misappropriation of goods 

Misappropriation of goods is another type of fraud. It may happen that the valuable goods 
of an organisation may be stolen by the employees or workers. It may also happen that the 
storekeeper in collusion with the works manager may sell the goods illegally to some third 
party. Such frauds are very difficult to locate or identify. 


3. Manipulation of accounts 

Accounts are manipulated through falsification of accounts. These are fraudulent manipu- 
lations through accounts and arise generally through passing of false entries with the 
motive of misappropriating funds slowly and steadily. Unlike misappropriation of cash 
and goods, this type of fraud is done by the sophisticated personnel of an organisation. 
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1.9 ROLE OF AUDITORS IN DETECTING ERRORS AND FRAUDS 


There is a difference of perception between the public and the auditing profession in rela- 
tion to an auditor's duty regarding errors and frauds. 

The auditor sees his duty as: 

“The independent examination of, and expression of opinion on, the financial state- 
ments of an enterprise by an appointed auditor in pursuance of that appointment and in 
compliance with any relevant statutory obligation.” 

While certifying the final accounts of the concern, the auditor, has to face a specific 
problem. He has to certify in his report as to whether the profit and loss account reflects the 
true profit or loss for the financial year concerned and the balance sheet exhibits a true and 
fair view of the state of affairs at the end of the financial year. The emphasis is on financial 
statements. However, the public, including much of the business community, tends to see 
an auditor's duties in terms of the detection and possibly prevention of error and fraud. 

Accordingly, he has a duty to ascertain frauds and errors to justify the correctness of the 
accounts. This duty of detecting and preventing errors and frauds can be analysed in the 
following ways: 


Detection of errors and frauds 


It is desirable that the auditor should exercise reasonable care and skill, so that he may 
detect errors and frauds. If he carries routine checking and vouching more carefully and 
checks the books of accounts thoroughly, he may be successful in his duty. Whereas, in 
doing so, if he is not successful but he himself feels that he has not shown any negligence in 
his duty, then he cannot be held responsible for any error or fraud which remains undetec- 
ted in accounts. Hence, an auditor is not an insurer. 


Prevention of errors and frauds 


The auditor has no authority to introduce remedial measures for the prevention of errors 
and frauds. All that he can do is to advise his client and suggest the ways and means to 
prevent them. 


1.10 RELATION BETWEEN BOOK-KEEPING, 
ACCOUNTANCY AND AUDITING 


1.10.1 Book-keeping 


It is concerned with systematic recording of transactions in the books of original entry and 
their posting to the concerned ledger accounts. In fact, book-keeping involves the following 
activities: 

e Journalising the transactions 

e Posting them into respective ledger accounts 

e Casting the total of ledger accounts and 

e Finding the balances 
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1.10.2 Accountancy 


Accountancy is concerned with the checking of arithmetical accuracy of ledger accounts as 
prepared by the book-keeper and preparing the trial balance from the balance available of 
different ledger accounts. Finally from the balances, profit and loss account and balance 
sheet are prepared to know the financial result and financial position of the concern. In 
short, accountancy involves the following activities: 


e Preparation of trial balance 

e Incorporation of adjustment entries and passing entries for rectification 
e Preparation of profit and loss account 

e Preparation of balance sheet 


1.10.3 Auditing 


When the accountancy work is completed, an auditor is invited to check the accounts pre- 
pared by the accountants. That is why, it is said that “Auditing begins where accountancy 
ends”. It is the duty of the auditor to critically examine and verify the accounts. In no case, 
it is the duty of the auditor to prepare accounts. After completing his work, the auditor has 
to submit a report of the fact whether or not the profit and loss account exhibits a true and 
fair financial result of the organisation and also whether the balance sheet reflects the true 
and fair financial picture of the organisation. 


1.10.4 Accountancy vs auditing 


The differences between accountancy and auditing are outlined in Table 1.1. 


1.11 BASIC PRINCIPLES GOVERNING AN AUDIT 


AAS-1 describes the basic principles which govern the auditor’s responsibilities and which 
should be complied with whenever an audit is carried out. They are as follows: 

1. Integrity, objectivity and independence 

The auditor should be straight forward, honest and sincere in his approach to his profes- 
sional work and should maintain an impartial attitude. 

2. Confidentiality 

The auditor should respect the confidentiality of information acquired in the course of his 
audit work. 

3. Skills and competence 

The audit should be performed and the report should be prepared with due professional 
care by persons who have adequate training, experience and competence in auditing. 

4. Documentation 

The auditor should maintain documents which are important in providing evidence that 
the audit was carried out in accordance with the basic principles. 

5. Planning 


The auditor should plan his work to enable him to conduct an effective audit in an efficient 
and timely manner. 


IAAI Accountancy vs auditing 


Points of difference 


1. Scope 

2. Objectives 

3. Status 

4. Qualification 

5. Tenureofservice 


6. Knowledgia other 
subjects 


7. Ranking of activities 
8. Timeperiodfwork 

9. Professionabntrol 
10. Nature of work 


11. Submissioof report 


12. Accountability 


Accountancy 


Thescopeof accountanag limitedo 
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Auditing 


In auditingthe auditofs concernewith 


the preparation of financial statemeritee checking of accounts. 


Theobjectivef accountandgs to know 


Theobjectivef auditings to verifythe 


the financial result and financial positiotm and fairness of the accounts. 


An accountant an employe@f the 
organisation. 


Accountingwork requiresno formal 
qualification. 


Accountanis usuallya permanent Auditor can be changed from year.to year 


employee of the organisation. 


Anaccountang notexpectedo have 
knowledge in other subjects. 


Accountands notdependertn audit- 
ing work. 


Accountinyorkis carriecdbutthrough- 
out the year 


Thereis no professionaontrolover 
accountancy 


The nature of accountancwork is 
constructive. 


Noreporis requiredo besubmittedt 
the end of the accounting work. 


The accountanis accountablto the 
management. 


6. Audit evidence 


The auditor should obtain sufficient appropriate audit evidence to enable him to draw rea- 
sonable conclusions therefrom on which he can base his opinion on the financial informa- 


tion. 


7. Accounting system and internal control 


The auditor should reasonably assure himself that the accounting system is adequate and 
that all the accounting information which should be recorded has been recorded intact. 


8. Audit conclusions and reporting 


The auditor should review and assess the conclusions drawn from the audit evidence and 
submit a report that contains a clear written opinion on the financial information of the 


organisation. 


Anauditois anindependeoutsider 


To beacompanguditgioneshouldea 
qualified chartered accountant. 


Anauditomushavegoocknowledgrot 
only in accountaneyut alsoin other 
related subjects. 


Auditingcan be startedonly afterthe 
completion of accountancy work. 


Auditings usuallgarriedutattheendof 
the year 
Thereareprofessionallesandregula- 
tions over the auditing work. 


Auditinqorkontheothethandismostly 
analytical. 


A report on the final accountsare 
requiredo be submittedy theauditoat 
the end of his work. 


Theauditors accountabl theshare- 
holders. 
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1.12 POSTULATES OF AUDITING 


Auditing postulates are matters which are assumed to be true and are taken for granted. It 
is often considered that it is useful to examine a discipline and to see what, if any, are its 
postulates. This was done by Mautz and Sharaf in their book The Philosophy of Auditing in 
1961. Their eight postulates are given below. 


1. Financial statements and financial data are verifiable 

This is an unspoken assumption by all auditors who otherwise would not attempt to verify 
the assertions in the accounts they are auditing. Sometimes facts are not strictly verifiable 
and auditors content themselves with statements of the circumstances, which can be 
verified. 


2. There is no conflict of interest between the auditor and the management of 
the entity 

If this was not so, auditors would not believe the answers given to their questions and, 

given the complexity of modern businesses, would find conducting an audit impossible. It 

is this basic assumption which leads auditors to consider whether they should accept a new 

client where the integrity of the client is suspected. 


3. The financial statements are free from collusive and other unusual 
irregularities 

Auditors are expected to uncover material mis-statements in financial statements caused 

by fraud or other irregularities but collusive fraud is often impossible to discover by 

auditing procedures. If there were a requirement to uncover such frauds the audit would 

become impossible or, at the least, require many more detailed and expensive procedures 

than are currently performed. 


4. The existence of a satisfactory system of internal control eliminates the 
probability of irregularities 

Auditors are entitled to rely on satisfactory internal controls as evidence of many asser- 

tions. If this postulate was not a fundamental principle of auditing they would not do so. 

Regardless of the assessed level of risk, auditors should perform some substantive proce- 

dures for financial statements assertions of material account balances and transaction 

classes. 


5. Consistent application of generally accepted accounting principles results 
in fair presentation of the results and positions 

Auditors need some criterion for their assessment of the fairness of the view given by 

financial statements and the GAAPs supply it. Otherwise there would be no standard by 

which fairness could be judged. 


6. In the absence of clear evidence to the contrary, what has held true in the 
past for the entity will hold true in the future 

If this were not so the auditor would be unable to accept the value of debts, the value of 

fixed assets, the saleability of stock, the effectiveness of internal controls, the integrity of 

management and many other matters. 
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7. When examining financial data, the auditor acts exclusively in the capacity 
of auditor 

This is tied up with notions like independence, useful economic function and social 

responsibility to the public. This postulate is fundamental and yet the necessary independ- 

ence of mind is still a difficult problem for many auditors. 


8. The professional status of an independent auditor imposes commensurate 
professional obligations 

This means that members of the professions have higher duties than economic self-interest. 

However, it is not always clear to whom professional duties are owed. Are they to the pub- 

lic at large, to the client company or the shareholders? However, it is certain that the profes- 

sional accounting bodies impose very onerous duties on their members. 


1.13 SCOPE AND PROCEDURES OF AUDIT 


The scope and procedures of audit for a particular organisation will be determined by the 
auditor on the basis of the terms of engagement, the requirement of relevant legal formali- 
ties and the pronouncement of the Institute. The term of engagement cannot, however, in 
any way reduce the scope and procedures of audit which are prescribed by the legal provi- 
sions or by the pronouncement of the Institute. 

To express an opinion on the financial statements of an organisation, the auditor should 
satisfy himself first whether the information contained in the given accounting records is 
authentic, reliable and adequate as a basis for the preparation of the financial statements. 
The audit procedure should be designed in such a manner to cover sufficiently all aspects of 
the organisation as far as they are relevant to the financial statements. In forming his 
opinion, the auditor should also decide whether the relevant information is properly dis- 
closed in the financial statements on the basis of its statutory requirements. 

The principal areas to be covered in an audit include the following: 


1. Accounting and internal control 

An examination of the system of accounting and internal control to ascertain whether it is 
adequate and appropriate for the concerned organisation or not. 

2. Arithmetical accuracy 

An overall checking of the arithmetical accuracy of the books of accounts by the method of 
posting, casting and balancing procedures. 

3. Authenticity of transactions 

A proper verification of the validity and authenticity of the transactions entered into by 
checking the entries with the supporting documents. 

4. Distinction between capital and revenue items 

An effective scrutiny over the distinction between the items of capital and of revenue na- 
ture of income and expenditure correspond to the accounting period. 

5. Verification of assets 


A detailed verification of the ownership, existence and value of the assets appearing in the 
balance sheet. 
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6. Verification of liabilities 
A proper verification of the liabilities of the organisation as stated in the balance sheet. 


7. Comparison of the financial statements 
A comparison of the balance sheet and profit and loss account or other statements with the 
available records in order to see that they are in accordance therewith. 


8. Truth and fairness of financial statements 
An effective checking of the results as shown by the profit and loss account to see that the 
results shown are true and fair. 


9. Statutory requirements 
A concrete confirmation about the fulfilment of the statutory requirements and legal for- 
malities in recording the financial transactions and in preparing the financial statements. 


10. Appropriate reporting 

An appropriate reporting to the concerned persons to explain whether the statements of 
accounts examined do reveal a true and fair view of the state of affairs and of the profit and 
loss of the organisation. 


1.14 CHANGES IN THE CONCEPT OF AUDITING 


The auditing profession has, at present, revised its method of work from the last century. In 
the early part of the 20th century, the emphasis in auditing was on the detection of error and 
fraud by massive checking of entries in the books of accounts. The growth in the size of the 
business entities, and the mechanisation and computerisation of accounting records, have 
made this approach increasingly realistic. The profession has responded by switching the 
emphasis of its auditing procedure from massive checking of individual items to 
establishing whether the organisations have a reliable system. The modern audit has 
increasingly concerned itself with establishing that the annual accounts have been pre- 
pared from a reliable accounting system on which a prudent auditor can reasonably place 
reliance and then with thoroughly testing and reviewing the final accounts themselves. 


Moreover, the profession is now going beyond the duties prescribed on it by the Com- 
panies Actin that it is initiating its own accounting standards and auditing regulations and 
guidelines. At present, it has sought to standardise the accounting procedure by issuing 
mandatory accounting standards and also issuing standardised auditing guidelines for 
conducting audit work. 

In addition to that, auditing in its modern form has adopted a multidimensional 
approach. At present, the scope of auditing is not only restricted to financial audit under 
the Companies Act. The purpose of auditing has been extended to cost accounts, 
managerial policies, operational efficiencies, system applications, social implications of 
business organisations and environmental aspects too. Even non-business organisations 
avail the services of qualified auditors and get their accounts audited. At present, the field 
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1. Checking cost accounting records and to verify whether costing principles are fol- 
lowed while preparing and presenting costing data. 


of audit also covers the following: 


2. Comprehensive examination and review of managerial policies and operational effi- 
ciency. 

3. Checking the performance of the organisation and comparing it with the overall 
performance of the industry in which the organisation belongs. 


4. Critical examination and analysis of the contribution of the organisation for the ben- 
efit of the society. 


5. Evaluation and measurement of efficiency of human resources in the organisation 
and comparing it with the expected utilisation of the human resources as a whole. 


1.15 SOCIAL OBJECTIVES OF AUDIT 


An audit is a social science. So, audit has certain social objectives. It should make contribu- 
tions towards the fulfilment of social purposes. Auditing work to be effectively performed 
has to function for the following purposes: 


1. Protection of shareholders’ interest 

Auditors are the representatives of the shareholders, naturally it is the duty of an auditor to 
see whether the interest of the shareholders are protected or not. The shareholders’ interest 
can be protected by ensuring stable solvency, profitability and efficiency position of the 
company form of organisation. 


2. Protection of national interest 

Another vital social object of an audit is to see that the national interest is protected. The 
national interest can be protected only when cases of evasions of taxes are prevented. So, 
tax evasion should be discouraged for national interest as there is no denying the fact that 
raising revenue through taxation is a must for the development of the country. 


3. Safeguarding capital erosion 

Mere examination of the books of accounts will not help to locate those factors which are 
responsible for capital erosion. In order to stop capital erosion of the business, different 
system of audit should be introduced. Capital erosion is very dangerous, because it tends to 
liquidate the business. So, the function of an audit from social point of view is to stress and 
scrutinise those aspects, which are responsible for capital erosion. 


4. Measurement of fair wages 


Measurement of fair wages does not come under the purview of general audit. It should be 
the social objective of an audit to see whether the wages for workers are fair and in 
conformity with the general price index. 


5. Fair prices for consumers 


As a part of the society, the business organisation should charge fair prices from the con- 
sumers. It not only creates goodwill of the organisation but also ensures its future growth. 
As an auditor of the organisation, everyone should take care of this social aspect of audit- 
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6. Fair return for investors 

If the capital of a company is not utilised efficiently, the company will not be able to earn 
fair profit. On the other hand, the growth of the business may be withheld. Both high and 
low turnover of capital stand on the way to fair return. This rate of turnover should be com- 
pared with turnover rate of other companies belonging to the same industry. Justice to the 
investors depends on the solvency and profitability position of the business, which 
becomes favourable through the earning of fair return. 


1.16 ADVANTAGES OF AUDITING 


The tasks of an auditor are of great importance to all concerned. The auditor must prepare 
his audit report impartially and effectively based on facts and actual figures. If this is done, 
the following advantages can be expected from auditing: 


From Legal Point of View 


1. Filing of income tax return 

Income tax authorities generally accept the profit and loss account that has been prepared 
by a qualified auditor and they do not go into details of the accounts. 

2. Borrowing of money from external sources 

Money can be borrowed easily on the basis of audited balance sheet from external sources. 
Most of the financial institutions sanction loan on the basis of audited financial statements. 
3. Settlement of insurance claim 

In case of fire, flood and the like unexpected happenings the insurance company may settle 
the claim for loss or damages on the basis of audited accounts of the previous year. 

4. Sales tax payments 

The audited books of accounts may generally be accepted by the sales tax authorities. 


5. Action against bankruptcy 
The audited accounts serves as a basis to determine action in bankruptcy and insolvency 
cases. 


From Internal Control Point of View 


1. Quick discovery of errors and frauds 

Errors and frauds are located at an early date, so that in future no attempt is made to 
commit such frauds as one is rather careful not to commit an error or a fraud as the accounts 
are subject to regular audit. 


2. Moral check on the employees 


The auditing of accounts keeps the accounts clerks regular and vigilant as they know that 
the auditor would complain against them if the accounts are not prepared upto date or if 
there is any irregularity. 
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3. Advice to the management 


The management may consult the auditor and seek advice on certain technical points 
although it is not the duty of the auditor to give advice. 


4. Uniformity in accounts 


If the accounts have been prepared on a uniform basis, accounts of one year can be com- 
pared with other years and if there is any discrepency, the cause may be enquired into. 


From External Affairs Point of View 


1. Settlement of accounts 
The audited accounts would facilitate the settlement of accounts of a deceased partner. 


2. Valuation of assets and goodwill 

If the business is to be sold as a going concern, there may not be much difficulty regarding 
the valuation of assets and goodwill as the accounts have already been audited by an inde- 
pendent person. 


3. Future trend of the business 
The future trend of the business can be assessed with certainty from the audited books of 
accounts. 


1.17 LIMITATIONS OF AUDITING 


Truly speaking, an audit should have no limitations of its own. It is designed to protect the 
interest of all parties who are interested in the affairs of the business. If there be any short- 
coming arising therefrom, it may be due to its narrow scope of application in its related 
field of operation and unextended definition of the concept. 


Auditing suffers from the following shortcomings: 


1. Want of complete picture 
The audit may not give complete picture. If the accounts are prepared with the intention to 
defraud others, auditor may not be able to detect them. 


2. Problems of dependence 

Sometimes the auditor has to depend on explanations, clarification and information from 
staff and the client. He may or may not get correct or complete information. 

3. Post-mortem examination 

Auditing is a post-mortem examination. There is no use of such examination when events 
have already been occurred. 

4. Existence of errors in the audited accounts 


It is not possible for the auditor in all cases, to check each and every transaction of an 
organisation. As a result, there may be error in the audited accounts even after the checking 
by the auditor. 
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5. Lack of expertise 
Auditor has to seek opinion of experts on certain matters on which he may not have experts 
knowledge. The auditor has to depend upon such reports which may not always be correct. 


6. Diversified situations 


Auditing is considered to be a mechanical work. Auditors may not be in a position to frame 
audit programme, which can be followed in all situations. 


7. Quality of the auditor 


Success of audit depends on the sincerity with which the auditor has performed his duties. 
The same audit work can be done by two different auditors with difference in sincerity. 


8. Existence of defective policies 

The auditor can only report on the truth and fairness of the financial statements. But other 
defects, i.e. defects relating to management and control may not be possible to be covered 
by the auditor. 


1.18 QUALITIES OF AN AUDITOR 


Only a chartered accountant can be appointed as an auditor of a limited company. Besides 
the statutory requirement about the qualification of an auditor, he must possess the follow- 
ing qualities: 

e An auditor must possess the necessary technical ability and knowledge to audit 
accounts. 

e He must be conversant with the relevant provisions of the companies and other 
regulations and with both best current accounting practices and current auditing 
practices. 

e He must be objective both in formulating his opinions and in expressing them with- 
out bias. 


e He must have integrity. Once he has formed his opinion, he must be prepared to 
express it clearly without fear and favour. 

e He must be methodical in his work. An auditor who leaves loose ends will find him- 
self open to allegations of negligence. 

e He should have an inquiring mind. An auditor must recognise suspicious circum- 
stances, and once his suspicion has been aroused, he has a duty to probe matters to 
the bottom. 

e He also needs to be tactful and practical in his dealings with his clients. 

e An auditor must be independent and must be careful not to compromise his inde- 
pendence. 
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In the following chart, the qualities needed to become an effective auditor are shown: 


Qualities of an Auditor 


y 


Educational 


| 


| 


Professional 


(As prescribed 
by the statute) 


1.19 AUDITING AND OTHER SERVICES 


} 


General 


* Knowledge about 
accountancy 

e Idea about various 
techniques of auditing 

* Knowledge about 
different laws 

e Knowledge about the 
principles of economics 

* Knowledge about the 
organisation 

e Knowledge about 
computerised accounting 

e Knowledge about different 
common languages 


* Honesty and 
e Patience and 


* Sincerity in 


Other qualities 


Inherited Acquired 

e Caution and vigilance 

e Impartial attitude 

e Man of personality 

e Strategic and 
conscious approach 

e Common sense 


intelligence 
reasonableness 


profession 


Auditing firms do not describe themselves as auditors. They describe themselves as Char- 
tered Accountants or in some cases just as accountants. Auditing firms are composed of 
accountants who perform audit for their clients. They also perform other services. The 
small firms especially may spend more time on other services than on auditing. 


Other services may include the following: 


Writing up books 

Balancing books 

Preparing final accounts 

Tax negotiations 

Government form filling 
Management and system advice 


ase Study 


e Financial advice 


Liquidation and receivership work 
e Investigations 


Risk management 


Corporate governance 


S 


Arun, Badal and Chavan are partners in a firm of constructions business. Since commenc- 
ing in business in 15 months ago they have been fairly successful. Arun who has a Diploma 
in Business Management as well as in building constructions has kept the books and Arun 


has also prepared the first year’s accounts. 
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Three partners are discussing these accounts, which show a profit in excess of draw- 
ings. Badal and Chavan suggest that they could draw out the excess but Arun counsels 
caution, talking about working capital needs, which confuses the others. 

Chavan questions Arun on his interpretation of the partnership agreement, which is a 
fairly complicated document and suggests that they should pay to have the accounts 
audited. Arun gets upset and says that it would be a waste of money and he is perfectly 
capable of maintaining the accounts and will not charge his partners for his work. 
Discussion 

e What benefits would the partners get from employing an independent auditor? 

e Where would they find a suitable auditor? 


POINTS TO PONDER 


e The word ‘audit’ is derived from the Latin word audire, which means, “to hear”. In olden 
times, whenever the owners of a business suspected fraud, they appointed persons to 
check the accounts. Such persons sent for the accountant and ‘heard’ what they to say in 
connection with the accounts. 

e The dictionary meaning of audit is official examination of accounts. In brief, auditing can 
be defined as a systematic examination of the books and records of a business or other 
organisations in order to check or verify and to report upon results thereof. 

e The essential features of auditing are accounting control, safeguard, assurance, 
assessment, review and reporting. 

e The primary object of an audit is to promote efficiency and accuracy in accounting. For the 
fulfilment of the primary objectives of auditing certain subsidiary objectives are to be 
realised, which include detection of errors and frauds and prevention of errors and 
frauds. 

e Errors are the result of carelessness on the part of the person preparing the accounts. 
Errors can be of different types—errors of omission, errors of commission, compensating 
errors and errors of principles. 

e Fraud means false representation or entry made intentionally or without belief in its truth 
with a view to defraud others. Fraud may be activated in different ways—embezzlement 
of cash, manipulation of accounts and misappropriation of goods. 


e It is expected that the auditor should exercise reasonable care and skill, so that he may 
detect errors and frauds. But the auditor has no authority to introduce remedial measures 
for the prevention of errors and frauds. 

e There exists a close relationship between accountancy and auditing. It is said that 
‘auditing begins where accountancy ends’. 

e AAS-1 describes the basic principles governing an audit. These include integrity, objectiv- 
ity and independence, confidentiality, skills and competence, documentation, planning, 
audit evidence, accounting system and internal control, audit conclusions and reporting. 
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S 
e Auditing postulates are matters, which are assumed to be true and are taken for granted. 
Mautz and Sharaf have referred eight different postulates of auditing. 


e The principal areas to be covered in an audit include accounting and internal control, 
arithmetical accuracy, authenticity of transactions, distinction between capital and rev- 
enue items, verification of assets and liabilities, comparison of the financial statements, 
truth and fairness of financial statements, statutory requirements and appropriate 
reporting. 

e Auditing in its modern form has adopted a multi-dimensional approach. At present, the 
scope of auditing is not only restricted to financial audit only, but also covers management 
audit, cost audit, efficiency audit, social audit and other areas of auditing. 

e Audit has certain social objectives. It should function for the protection of shareholder's 
interest and national interest, for safeguarding capital erosion, for fair wages and prices 
and fair returns. 

e Auditing has a number of advantages, which include filing of income tax return, borrow- 
ing of money from external sources, settlement of insurance claim, sales tax payments, 
action against insolvency, quick discovery of errors and frauds, moral check on the 
employees, advice to the management, uniformity in accounts, settlement of accounts, 
valuation of assets and goodwill etc. 

e Auditing suffers from a number of shortcomings, which include want of complete picture, 
problems of dependence, post-mortem examination, existence of error in the audited 
accounts lack of expertise, diversified situations, quality of the auditor and existence of 
defective policies. 

e The auditor must possess a number of important qualities, which include professional, 


C inherited, acquired and other general qualities. J 


REVIEW QUESTIONS 


Short-answer Questions 


1. Offer your comment on the following statements: 
(a) Auditing may be defined as an ‘accounting control’. 
(b) Fraud does not necessarily involve misappropriation of cash or goods. 
(c) Auditing is a dynamic social science. 
(d) Accounting is a necessity to business organisation but auditing is a luxury. 


(e) Accountancy begins where book-keeping ends, and where the work of an accountant 
ends, the work of an auditor begins. 


(f) An auditor is not an insurer. 

(g) The relationship of auditing to accounting is close, yet their natures are different. They 
are business associates, not parent and child. 

(h) Auditing has its principal roots not in accounting which it reviews, but in logic on which 
it leans heavily for ideas and methods. 
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(i) Auditing does not mean ticking or checking totals. 
Define and explain the term ‘auditing’. 
What are the principles of auditing? 
Discuss the objectives of auditing. 
What are the differences between auditing and accountancy? 
Define and explain the terms ‘fraud’ and ‘error’. 


Essay-type Questions 


1. 
2. 
3. 


4. 


10. 


Define ‘auditing’. Discuss the scope and procedure of audit. 
What are special and general qualifications that an auditor should possess and why? 


“Detection and prevention of errors and frauds are the main objectives of auditing”. Discuss 
its scope and explain the duties of the auditor in this regard. 

Discuss the advantages of audit (a) to the management, (b) to the government, (c) to the 
shareholders, and (d) to the society. 

Discuss the different aspects of social object of audit. 

Discuss various classes of error and state in each case the effect they might have on the trial 
balance being discovered. 

“It is nothing to the auditor whether the business is run prudently or imprudently, profitably 
or unprofitably”. Do you agree? Give reasons for your answer. 

Why are auditors generally required to express an opinion on the truth and fairness of the 
accounts and why they are not required to certify the accounts? 


“Audit of the accounts of the sole-proprietor is not compulsory. However, he may get his 
books of accounts audited for various reasons.” Discuss. 


Write a brief outline of the development of audit profession in India. 


CHAPTER 2 


Classification of Auditing 
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2.2 


INTRODUCTION 


Auditing is a multidimensional and comprehensive subject. An effective insight into the 
nature of auditing can be obtained by understanding the various types of audit, which 
together constitute the auditing discipline. Auditing can be classified from various view- 
points. In this chapter, classification of audit will be discussed in detail. 


CLASSIFICATION OF AUDIT 


An audit can be classified under different groups on different bases. 


2.2.1 Classification on the Basis of Organisation 


Under this category, the audit is classified on the basis of nature of the organisation for 
which the audit work is undertaken. It includes the following types: 


Audit required under law 

e Companies governed by the Companies Act, 1956 

e Banking companies governed by the Banking Regulation Act, 1949 

e Electricity supply companies governed by the Electricity Supply Act, 1948 

e Co-operative societies registered under the Co-operative Societies Act, 1912 

e Public and charitable trusts registered under various Religious and Endowment 
Acts 

e Corporations set up under an Act of Parliament or State Legislative (e.g. Life Insur- 
ance Corporation of India) 

e Specified entities under various sections of the Income Tax Act, 1961 

e Government departments / Public utilities 

e Registered clubs, societies etc. registered under Societies Registration Act, 1960 


Audit under voluntary category 
e Proprietary concern 
e Partnership firm 
e Hindu undivided family 
e Association of persons 
e Non-profit seeking organisations 


2.2.2 Classification on the Basis of Function 


Under this category, the audit is classified on the basis of functional activities of the auditor. 
In fact, in this group audit is classified on the basis of the auditor involved in the work of 
audit. It includes the following types: 

(i) External audit /Independent financial audit 


(ii) Internal audit 


2.2.3 Classification on the Basis of Practical Approach 


The classification of audit under this group involves a practical approach to the work. It 


includes the following types: 


e Continuous audit 
e Periodical audit 
e Interim audit 

e Partial audit 
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Occasional audit 
Standard audit 
Balance sheet audit 
Complete audit 


2.2.4 Classification on the Basis of Audit Dimension 


Under this category, the audit is classified on the basis of dimension of audit activities. It 
includes the following types: 


e Management audit 
e Cost audit 
e Tax audit 


e Human resource audit 


e System audit 
e Propriety audit 


e Performance or efficiency audit 


e Environment audit 


Social audit 

Cash transactions audit 
Government audit 
Secretarial audit 
Energy audit 


Other types of audit including special 
purpose audit (e.g. ABC audit, audit of 
bonus computation etc.). 


A detailed classification of audit is presented in the following chart: 


Classification of Audit 


| 


| 
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2.3 CLASSIFICATION ON THE BASIS OF ORGANISATION 


Audit is not legally obligatory for all types of business organisations. On the basis of organi- 
sational structure, audits may be of two broad categories: 


2.3.1 Audit Required under Law 


This type of audit is also known as statutory audit. The organisations which require audit 
under law are as follows: 


1. Company audit 

Audit of accounts of companies registered under the Companies Act is compulsory. As the 
control of the company is vested with the directors of the company, the need for protection 
of the interest of the shareholders arises. The introduction of Companies Act, 1956, which 
outlines the procedure of audit work, the different books of accounts to be maintained, 
rights, duties and liabilities of the auditor was definitely a right step towards the protection 
of shareholders’ interest over the company. 


2. Bank audit 


Audit of banking companies is made compulsory under the statute, since it is governed by 
the Banking Regulation Act, 1949. The objective of bank audit is not only to check the finan- 
cial result and financial position, so far as its truth and fairness are concerned, but also to 
review whether the banks are engaging themselves in those businesses which are given in 
the Act only and follow the regulations to operate the banking business as per the regula- 
tions given in the Act. 


3. Electricity company audit 

The electricity companies are governed by the Electricity Supply Act, 1948. The books of 
accounts that are to be maintained by electricity companies are given in the provisions of 
the said Act. The auditor will examine the details of the books of accounts and check the 
reliability of the internal check system of the organisation. The prescribed forms for the 
presentation of accounts should be used as per the requirements of the Act. 


4. Co-operative society audit 

Audit of co-operative societies is conducted by the co-operative department of the state 
government or by the Registrar of co-operative societies, as the case may be. The co-opera- 
tive societies are governed by the Co-operative Societies Act, 1912, which gives the detailed 
procedures of audit for a co-operative society. These types of societies have a good number 
of financial transactions. So, this type of organisation has the statutory obligation to intro- 
duce audit for its better performance. 


5. Trusts audit 


The income of the trusted properties is distributed by the trustees among the beneficiaries 
as per the trust deed. As the beneficiaries of the trust in most of the cases do not know the 
techniques of reading the books of accounts, the chances of being defrauded by the trustees 
cannot be avoided. So, this type of audit protects the beneficiaries of the trusted properties 
against the possible losses by unscrupulous trustees. 
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The insurance companies that are governed by Insurance Act, 1938, include fire, marine 
and other miscellaneous insurance businesses. The books of accounts that are to be main- 
tained by the insurance companies are governed in accordance with the provisions of the 
said Act. The auditor will examine the details of the books of accounts and check the reli- 
ability of the internal check systems. The audit of insurance companies, in fact, enhances 
the confidence of the policy holders. 


7. Specified entities as per Income Tax Act 

According to the various provisions of the Income Tax Act, certain entities are required to 
get their accounts audited to fulfill the requirement of the income tax regulations. These en- 
tities are required to appoint a qualified auditor to conduct audit of their financial state- 
ments in order to get exemptions and deduction from the income of the entity. 


8. Audit of government departments and government public utilities 


Different government departments and public utilities are also subject to independent 
financial audit. The requirement for such audit is contained in the constitution of India. In 
addition to that, government departments and public utilities also have the internal audit 
system of their own. 


9. Audit of registered clubs, societies etc. 

Though it is not compulsory in all cases, the audit of societies, clubs etc., which are regis- 
tered under the Societies Registration Act, 1960, conduct audit of their activities to continue 
registration. In addition to that, different government grants and loans are given to these 
societies, clubs etc. on the basis of their application along with the audited income and 
expenditure account and the balance sheet. It is the responsibility of the secretary of the 
society or club to submit the audited financial statements to the members in the annual 
meeting of the society or club. 


2.3.2 Audit of Other Organisations Not Covered by Any Law 


There is no basic legal requirement of audit in respect of certain organisations. These 
organisations may require audit as a matter of internal rules. Some may be required to get 
their accounts audited on the directives of government for various purposes like sanction of 
loan, grants etc. These organisations include: 


1. Sole proprietors 

The sole proprietors are not required to have their accounts audited under any specific stat- 
ute. But the sole proprietary businesses, in which the number of transactions are large and 
a huge amount is involved in the business, get their accounts audited. The proprietor him- 
self takes decision about the scope of audit and the appointment of auditor. In fact, under 
this type of audit, the auditing work will depend upon the agreement of audit and the spe- 
cific instructions given by the proprietor. 


2. Partnership firm 

There is no legal compulsion to get partnership accounts audited. But in partnership, there 
are possibilities of mistrust and dissatisfactions among the partners. As such, an independ- 
ent external auditor's view regarding the correctness of accounts is desirable in case of this 
type of organisation. Usually, the partnership deed includes the provision of audit of their 
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accounts. In conducting partnership business audit, the auditor has to refer to the partner- 
ship deed. But in the absence of partnership deed or any aspect which is not included in the 
deed, the auditor may refer to the Partnership Act, 1932. 


3. Hindu undivided family 

In respect of accounts of Hindu undivided family, there is no basic legal requirement of 
audit. But the important motive for getting the accounts of this type of family business au- 
dited lies in the inherent advantages that follow from an independent professional audit. If 
there will be any dispute or mistrust among the members of the Hindu undivided family 
regarding accounts, that can be settled through the audited accounts. 


4. Association of persons 

Though it is not legally required to get accounts of such associations audited, some associa- 
tions of persons, e.g the Bengal Chamber of Commerce, are interested to appoint qualified 
auditors and get their accounts audited for different reasons. For availing exemption from 
income tax liability, such associations are required to submit their audited accounts to the 
income tax authority. In conducting this type of audit, the auditor has to refer the constitu- 
tion of the association. 


5. Non-profit seeking organisations 

Certain non-profit seeking organisations, e.g. colleges, libraries, hospitals, clubs charitable 
institutions etc. get their accounts audited. The basic purpose of audit of these types of 
organisations is to locate error or fraud committed by the staff members. The governing 
body of these organisations usually appoints the auditor. These organisations usually 
depend upon government grants and other aids from different bodies. Audited accounts 
are helpful in getting grants and aids. 


CLASSIFICATION ON THE BASIS OF FUNCTION 


The function of the auditor depends on the role of the auditor, i.e. in which capacity he is 
conducting the audit work. So, on the basis of function, auditing can be of the following 


types: 
2.4.1 External Audit 


External audit is conducted by an independent external auditor. This type of audit is usu- 
ally conducted to fulfil the requirement of the provisions of law. Qualified chartered 
accountants who are not connected with the preparation of accounts or management of the 
organisation can be appointed as external auditors. 

The auditor who conducts such an audit is ‘independent’ of the enterprise under audit, 
i.e. he is an independent professional who does not have any such relationship with the 
enterprise as might adversely affect his ability to form an objective judgment about the 
financial statements. The various matters relating to the procedures of audit, rights, duties 
and liabilities of the auditor, their appointment procedures and presentation of reports are 
provided in the concerned statute. 


Features of external audit 
1. External audit is usually conducted by an independent qualified auditor. 
2. In the normal course, this type of audit is conducted periodically. 
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3. The purpose of external audit is to see whether financial statements give a true and 
fair view of the financial position and result of the concern. 


4. The external auditor can work independently, and enjoys better status. 


5. The Indian Companies Act, 1956 and other statutes provide the area of responsibili- 
ties and functions of the external auditors. 


6. Incases where external audit is being conducted due to legal compulsion the auditor 
must have a professional qualification. 

7. This type of audit is conducted mainly for safeguarding the interest of owners, 
shareholders and other parties who do not have knowledge of day-to-day operation 
of the organisations. 

8. The Act always provides for the norms regarding the appointment of auditor. The 
auditor must not be disqualified as per the provision of the law. 


Independent financial audit is undoubtedly the most common type of audit. It is gener- 
ally conducted to ascertain whether the balance sheet and the profit and loss account give a 
true and fair view of the financial position and financial performance respectively of the 
enterprise under audit. 


2.4.2 Internal Audit 


Internal audit is conducted by specially assigned staff within the organisation. It is an audit 
through which a thorough examination of the accounting transactions as well as the system 
according to which these transactions have been recorded is conducted. Internal audit is 
undertaken to verify the accuracy and authenticity of the financial accounting and statisti- 
cal records presented to the management. As per AAS-7, the scope and objectives of inter- 
nal audit vary widely and are dependent upon the size and structure of the entity and the 
requirements of its management. 


Features of internal audit 


1. The internal audit system is considered to be a part of the management control sys- 
tem and not merely an assistant thereto. 


2. Internal audit often differs in its scope and emphasis. It is more managerial than 
accounting. 


3. The nature and extent of checking also depends on the size and type of the business 
organisation. 


4. It embraces not only the operational audit of various operational activities in the 
organisation but also includes the audit of management itself. 


5. The function of internal audit can be considered as an integral part of the internal 
control system. 


6. Internal audit is continuous in nature. The work of internal auditor starts after the 
transactions are completed. 


7. Generally the internal audit is conducted by the permanent staff of the organisation. 
Sometimes outside agencies may be asked to conduct internal audit. 


8. The existence of internal audit is a help to the external auditor. 
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2.4.3 External Audit and Internal Audit Compared and Contrasted 


Internal audit involves an examination and evaluation of various activities of an enterprise. 
The scope of internal audit in a particular situation is determined by the management in the 
context of its specific requirements. The internal auditor, thus, engages himself primarily in 
the task of reviewing the various activities of an enterprise and reporting on the same to its 
management. 


Internal audit is different from independent financial audit in two important aspects. 
Firstly, independent financial audit is often required under law and the auditors are not 
usually appointed by the management and the auditors are also not required to report to 
the management. On the other hand, the internal auditors are appointed by the manage- 
ment and they are required to submit the report to the management. Secondly, the objective 
of independent financial audit is to ascertain whether the financial statements are reliable, 
i.e. whether they give a true and fair view of the financial result and financial position of the 
enterprise. 


Similarities between internal and external audit 
e An effective system of internal control 
e Continuous effective operation of such system 
e Adequate management information flow 
e Assets safeguarding 
e Adequate accounting system 
e Ensuring compliance with statutory and regulatory requirements 


Areas of differences between internal and external audit 
e The extent of work undertaken 
e Approach 
e Responsibility 
Areas of work overlap between internal and external audit 
e Examination of the system of internal control 
e Examination of the accounting records and supporting documents 
e Verification of assets and liabilities 
e Observation, enquiry and the ratio measurement 


2.4.4 Distinction between External and Internal Audit 


The difference between external audit and internal audit can be outlined as shown in 
Table 2.1. 


CLASSIFICATION ON THE BASIS OF PRACTICAL APPROACH 


On the basis of requirements of audit, the approach to auditing may differ. So, on the basis 
of practical approach for conducting the audit work, the audit can be classified under the 
following types: 


Classification of Auditing > 


1:13] Differences between external audit and internal audit 


Area of difference 


1. Nature 


2. Qualifications 


3. Scope@fwork 


4. Purpose 


5. Appointment 


auditor 


6. Status 


7. Continuity 


External audit 
Itis conductefbrreportingnthereliabil- 


ityandfairnessfthefinanciastatements. 


The auditor must possess specific 
qualificationas prescribedby the 
respective statute. 


Thistypeof auditmustbe completm all 
respectdis scopecannotbecurtailech 
any way by the management. 


Theobjecbfthistypeof audits to protect 
theinteresbftheownersindotheparties 
related to the enterprise. 


The external auditors are usually 
appointedy the ownersand in some 
cases by the government. 


Internal audit 


It is conductedwith a view to check 
adherence normsandestablishearoce- 
dures and protectthe assets of the 
organisation. 


Nospecifiqualificatiois requiredo be 
possessed by the internal auditor 


Thescopeof workof theinterna&uditis 
determined by the management. 


Thebasicobjectivef internahuditis to 
improve performance,efficiency and 
profitability of the enterprise. 


Theinternakuditotis appointedy the 
management. 


Theauditois anoutsideandindependent Theinternaaéuditofs anemployeefthe 


personHeisnotundeanyrulesandregu- 
lations of the organisation. 


organisatioheis bouncy therulesand 
regulations of the organisation. 


Externadudimaybeperiodicalrcontinu- Internadéuditis continuou naturelt is 


ous in nature. 


2.5.1 Continuous Audit 


carried out throughout the year 


A continuous audit or a detailed audit is an audit which involves a detailed examination of 
the books of accounts at regular intervals of, say, one month or three months. The auditor 
visits his clients at regular or irregular intervals of time during the financial year and checks 
each and every transaction. At the end of the year, he checks the profit and loss account and 
the balance sheet. 

According to R. C. Williams, “A continuous audit is one where the auditor or his staff is 
constantly engaged in checking the accounts during the whole period or where the auditor 
or his staff attends at regular or irregular intervals during the period.” 


Applicability 
1. Where it is desired to present the accounts just after the close of the financial year. 
2. Where the volume of transactions is very large. 
3. Where periodical statements are required to be presented to the management. 


Advantages 

1. Easy and quick discovery of errors As the auditor starts checking just after the com- 
pletion of the transaction, it becomes easier for the auditor to detect fraud and errors 
quickly. 
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2. Moral check on the client’s staff As the auditor visits frequently and checks the ac- 
counts at regular or irregular intervals, this method of auditing provides moral check on the 
employees of the organisation. 


3. Preparation of interim accounts Under continuous audit system, interim accounts 
can be prepared without much delay in time. It will help the Board of Directors to declare 
interim dividend. 


4. Up-to-date accounts Due to continuous pressure from the auditors, the efficiency of 
accounts department’s staff will increase and their work will be up-to-date and accurate. 


5. More knowledge of technical details Continuous audit will help auditor to under- 
stand the technicalities of the business. This will help the auditor to make valuable sugges- 
tions for the improvement of the business. 


6. Audit staff can be kept busy throughout the year The auditor can make his audit 
plan in a systematic manner. He can evenly spread his work to the audit staff throughout 
the year. It will help the auditor to keep his staff busy throughout the year. 


7. Quick presentation of accounts Audited accounts can be presented just after the 
end of the financial year as the auditor has already completed most of his routine audit 
work. 


8. Efficient audit due to more time Since the audit is carried out throughout the year, 
sufficient time is available for detailed checking. It will result in efficient audit. 


Disadvantages 
1. Expensive system of audit As the auditing work is required to be carried out 


throughout the year, it becomes an expensive system. Small organisations cannot afford to 
adopt this expensive system of audit. 


2. Alteration of figures already checked After the accounts have been checked, the 
staff of the client may fraudulently alter the figures. 


3. Dislocation of client’s work Frequent visits by the auditor for checking the books of 
accounts and related documents may dislocate the work flow of the organisation. 


4. Queries may remain outstanding As the work is not completed at a time, the audi- 
tor may lose continuity and certain questions and inquiries may remain unanswered. 


5. Unhealthy relationship Frequent visits and disturbances in the daily work may pro- 
vide scope for unhealthy relationships between the audit staff and the client's staff. 


6. Reviewing of work already done Before starting the audit work, a review of find- 
ings of previous audit work should be made to establish link with the past work done. 


Ways and means of removing the drawbacks of continuous audit 

Ina large enterprise, continuous audit is a must for proper and timely completion of audit. 
So some special measures have to be taken for avoiding the limitations of continuous audit 
as far as possible. The following measures can be taken to overcome the shortcomings of 
continuous audit: 


Classification of Auditing > 


1. Use of audit note book The auditor must record in his notebook the work completed 
by him and his assistants from time to time, material errors detected and rectified, queries 
raised by him and his staff and explanations given by the client. Before starting the work 
each time, the auditor should have a look over the notebook and books of accounts to know 
the extent of work completed up to last visit or whether any query remains unanswered or 
whether any alteration is made. 


2. Use of special ticks in checking The auditor may use a different tick for checking the 
figures altered before the audit. Such variation in tick mark should be slight and unnotice- 
able. This will enable the auditor to identify whether any unauthorised alteration has been 
made subsequent to audit. 


3. No change in audit staff The duties of audit staff should not be changed in order to 
maintain the flow of work undisturbed and to ensure follow up of unresolved points. How- 
ever, to avoid monotony in work, the nature of duty of the audit staff may be changed after 
completion of annual audit. 


4. No change in audited figures Clear instructions must be given to the client for not 
changing any audited figure. If any extra ordinary situation requires such change, it should 
be done with prior intimation to the auditor and with the help of rectification entry only. 


5. Casting in ink The casting of periodical total of the various books of accounts should 
be written in ink as and when they are checked. 


6. Incomplete work Checking each part of work, whenever undertaken, should be com- 
pleted in one visit and should not be left incomplete to be completed for the next visit. 


7. Sound audit programme There should be well-framed audit programme indicating 
the extent of work to be completed, allocation of work and time schedule of various works. 
This will make the continuous audit very effective. 


2.5.2 Periodical or Final or Complete Audit 


Periodical audit is one which is taken up at the close of the financial period, when all the 
accounts have been balanced and final accounts have already been prepared. It may also 
commence before the final accounts are prepared and continue till the audit is completed 
even after the close of financial period. 

According to Spicer and Pegler, “A final or complete audit is commonly understood to 
be an audit which is not commenced until after the end of the financial period and is then 
carried on until completed.” 

In case of this type of audit, the auditor visits his client only once a year and goes on 
checking the accounts until the audit work for the whole of the period is completed. 


Applicability 
1. Where the volume of transactions of the organisation is small 
2. Where there is no urgency to present the audited accounts within a certain period of 
time 
3. Where internal control system is very effective. 


4. Where interim statements of accounts are not required by the management for 
review or for some other purposes 
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Advantages 


1. Inexpensive Itis a less expensive system as compared to continuous audit system. 
Hence, the method of auditing is suitable for small business organisations. 


2. Quick completion of audit Periodical audit can be finished quickly, within a reason- 
able time. 


3. Minimum chances of alteration There is minimum chance of alteration of figures 
after they have been checked as the auditor completes his work on a continuous basis. 


4. Less disturbance in client’s work Client's daily office work is not unnecessarily dis- 
turbed because auditors visit only once a year. 


5. Preparation of audit schedule The auditor will not face any problem in preparing 
his audit schedule. 


6. Requirement of small establishment The auditor is not required to maintain a big 
establishment for this purpose. 


Disadvantages 
1. Delay in presentation of accounts This type of audit can be satisfactorily applied in 


case of small concerns. But in case of large concerns, it takes more time to complete the 
audit work and hence presentation of accounts to the shareholders is delayed. 


2. Preparation of interim accounts Under periodical auditing system, it is not possible 
to prepare interim accounts. As a result, no interim dividend can be paid without the avail- 
ability of audited interim accounts. 


3. Possibility of undetected errors and frauds The auditor may not be able to check 
and verify all the transactions. As such, there is every chance that some of the errors and 
frauds may remain undetected. 


4. Fixation of audit programme If the auditor has several clients whose financial year 
ends on the same date, it may be difficult for the auditor to complete the work of all the 
clients within the scheduled time. 


2.5.3 Interim Audit 


Interim audit is an audit, which is conducted in between the two annual audits with a view 
to find out interim profit of the business to enable it to declare an interim dividend. It is a 
kind of audit, which is conducted between the two periodical or balance sheet audits. 


Advantages 

1. This type of audit is helpful to those concerns where the publication of interim 
accounts is required. 

2. The final audit can be completed within the scheduled time, if interim audit has 
already been conducted by the organisation. 

3. Errors and frauds can be found more quickly and detected during the course of the 
interim audit. 

4. There is a moral check on the staff of the client as the accounts are checked after three 
or six months. 
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W1 Distinction between continuous audit and periodical audit 


Points of difference Continuous audit Periodical audit 


Presentatiwfannual It ensures early publication of annual rBpbiicationof annual report may be 

report delayed. 

Periodfauditwork Audits carrieœutthroughodheyear Audits carriedutonlyonceatthecloseof 

the accountipgriod. 

Work-coverage Detailedheckingfthebookfaccountis Detailedhecking usuallnotpossibldn 
possiblebecauseof the existenceof mostof the cases,the checkingpf the 
suficient time at the disposal of the auditaks of accountsis limitedto test 

checking. 

Alteratiooffigures Alteratioof auditediguress possiblalue Alterationffiguress notpossiblasthere 
tothelonggapbetweetthetwoconsecutives no break in the process of auditing work. 
visits of the auditor to his client. 


Cost involvement It is very expensive to operate this systeis economical. 

Applicability It is applicable to large businesslt is applicablén caseof smallbusiness 
organisations. organisations. 

Audiprocess The audit staf visits and checksthe Theauditstaf visitstheclien8’ business 
accounts frequently onlyoncein a yearaftertheaccountare 

closed. 
Detection of errors antisveryefectivdorearlydetectionferrors Errorsandfraudsareleftin thebookgill 
frauds and frauds. audit is conducted at the close of the year 


Disadvantages 
1. Figures may be altered in the accounts which have already been audited. 
2. It will mean that the audit staff will have to prepare notes when they finish the audit 
work. 
3. This audit implies additional work. 
4. Incase of interim audit, the interim trial balance has to be prepared and for this pur- 


pose, balancing of all existing accounts is required to be made at the middle of the 
year. 


2.5.4 Partial Audit 


It is a kind of audit where the work of the auditor is curtailed. The auditor is asked to check 
a few books. For example, he may be asked to check the payment side of the cash book. 

Partial audit is not permitted in case of limited companies (private or public) as, 
according to the Companies Act, the duties of an auditor of a company cannot be curtailed. 
Again, in case of a very big proprietary concern, it may not be possible for the proprietor 
himself to disburse all payments and if he suspects misappropriation of cash, he may 
appoint an auditor to check only the cash book. 

When an auditor is appointed to conduct partial audit, he must make it clear in his 
report that he has performed partial audit as per the instructions of the client. 
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Advantages 
1. It serves the specific interest of the client. 
2. There is much scope to render quick service, as the auditor has to deal with only one 
or two aspects of business transactions. 


3. Critical analysis of the books of account relating to a particular item or group of 
items is made possible. 
4. It may act as a moral check on the part of persons who intend to falsify accounts. 


Disadvantages 
1. The conduct of this type of audit is strictly restricted under the Companies Act. 
2. The audit report does not reflect the financial position of the business as a whole. 
3. It cannot be widely used. 
4. This type of audit is conducted only for a particular purpose. 


2.5.5 Occasional Audit 


As the name indicates, this type of audit is conducted once in a while, whenever the need 
arises and the client desires it to be carried out. 

This is possible only in case of proprietary concerns but in case of joint stock companies, 
banking and insurance companies etc. the audit has to be carried out once or twice a year 
according to the Companies Act. 


Advantages 
1. The client can know its actual financial position on the date when the books of 
accounts are audited. 
2. It brings some sort of satisfaction in the mind of the client that the audited accounts 
are accepted by all. 
3. Impartial view can be expressed through the procedure of audit. 
4. It can be profitably used in small concerns. 


Disadvantages 

1. The conduct of this audit brings some confusion about the authenticity of final audit 
in a big concern. 

2. It is expensive to operate. 

3. The auditor faces a lot of problems in conducting his audit work, as the client's staff 
is not accustomed to the procedures of auditing. 

4. The books of accounts may not be available according to the requirement of audit 
procedures. 


2.5.6 Standard Audit 


Standard audit can be defined as a “complete check and analysis of certain items and con- 
tingent upon effective internal check, appropriate test checks on remaining items, the 
whole of work being in accordance with general auditing standards.” 

From the above, it is clear that under this type of audit, certain items in the accounts are 
thoroughly checked and analysed and appropriate test checks are applied to other items, 
provided there is a good and effective internal check in operation. 
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1. Development of new auditing standards in view of changing socio-economic condi- 
tion can be made possible through scrutiny of auditing standards so far established. 

2. It controls the nature and extent of documents and evidences which are obtained 
through the procedure of an audit. 

3. Itinfluences the audit programme. 


4. The destructive criticism often made by the general public that the management, in 
collusion with auditor, distorts the financial statements may be rooted out through 
the application of standard audit procedures. 


Disadvantages 

1. Itis very difficult to bring all organisations under the same accounting practices for 
the uniform application of standard audit. 

2. The application of a particular standard procedure to different organisations having 
different standards may invite chaos instead of development. 

3. Standards are always subject to change of circumstances, nature and environment of 
business. 

4. Finally, setting up a standard narrows the development of standard. 


2.5.7 Balance Sheet Audit 


Balance sheet audit means limited audit in which all the balance sheet accounts are verified 
and tests imposed only on those profit and loss items which are directly related to the 
assets and liabilities such as repairs and maintenance, provision for depreciation, bad debts 
etc. Accounts such as these are analysed, but otherwise no detailed audit is conducted. 

Under this type of audit, the audit is commenced from the balance sheet working back 
to the books of original entry and the related documents etc. 

This type of audit is more popular in USA than in England and other European coun- 
tries. However, this type of audit is more widely used. 


Advantages 
1. It records the changing events of the period. The change in working capital can be 
reflected through Balance sheet audit. 


2. This type of audit furnishes different information relating to over-capitalisation, 
under-capitalisation, over-trading and under-trading of the business. 

3. It establishes proper relationship between assets and liabilities of the business. 

4. It guides different parties interested in the affairs of the business in taking business 
decisions. 


Disadvantages 
1. It lacks in disclosing certain material information needed to evaluate different meas- 
uring bases. 
2. Balance sheet reflects the financial position of the business only at a given point of 
time. Events occurring after balance sheet date may affect materially the process of 
decision. 
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3. Comparison between the two periods may be drawn, but the causes for the change 
of figures between the two periods are not stated. 

4. Information regarding the generation of profit or loss of the business is not stated in 
the balance sheet. This is required to make the balance sheet more informative and 
balance sheet audit more dynamic. 


2.6 CLASSIFICATION ON THE BASIS OF AUDIT DIMENSION 


The scope of an audit varies widely and depends on the purpose of the audit, the dimension 
of auditing work and the conditions of the audit requirement. On the basis of this 
dimensional aspect, auditing can be classified under the following types: 


2.6.1 Management Audit 


Management audit is a comprehensive critical review of all aspects of the management 
process. In fact, it is a tool of management control. It covers all areas of management like 
planning, organising, co-ordination, control etc. It assists at all levels of the management in 
the effective discharge of managerial functions. 


A management audit is forward-looking and independent. It is a systematic evaluation 
of the activities of the management at all levels for the improvement of the organisational 
profitability and attainment of other objectives of the organisation through improvements 
in the performance of the management function. In short, management audit is a guide 
which helps in improving the efficiency of the management. 


2.6.2 Cost Audit 


Cost audit is an effective means of control in the hands of the management to have an idea 
about the working of the costing department of the organisation and to suggest ways and 
means for its smooth running. It is the detailed checking as well as the verification of the 
correctness of the costing techniques, systems and cost accounts. 

Cost audit was introduced in India for the first time in the year 1965 with the introduc- 
tion of clause (d) to Section 209 and 233B of Section 233 of the Companies Act. The need for 
such provision in the Act arose as the maintenance and proper use of scientific cost records 
is essential for those companies, which are engaged in the manufacturing and related 
activities. 


2.6.3 Tax Audit 


Tax audit refers to audit of incomes or expenses or specific claims of deductions or exemp- 
tions for the purpose of assessment of income tax. Tax audit is required in addition to 
financial audit, which does not fulfill the specific requirement of the tax authority. 

Since the assessment year 1985-86, certain provisions under Section 44AB of the 
Income Tax Act was inserted to provide that certain persons have to get compulsory tax 
audit of their accounts. These persons shall get their accounts of the previous year audited 
by an accountant before the ‘specific date’ and obtain before that date the report of such 
audit in the prescribed form duly signed and verified by such accountant. 


Classification of Auditing © 
2.6.4 Human Resource Audit 


One of the defects of financial accounting is its failure to show the human resources in the 
balance sheet. However, it is a fact that external users may wish to know the degree of 
employee morale, customer satisfaction, product quality and the reputation of an entity. So, 
disclosure of information regarding human resources in the annual report of the company 
may help a lot to the investors in framing an opinion whether to invest or not. 


The auditor for the purpose of making audit of human resources, if it is included in the 
annual accounts, should carefully examine the basis of valuation of human resources. His 
examination should not relate to the tightness of the process of valuation of the human 
resources but he should see that information upon which the calculations are based are 
reliable and authentic. So, human resource auditis concerned about the human asset figure 
that appears in the balance sheet through checking, inspecting and appraising the various 
facts and figures, which are based on the estimated value of human resources. 


2.6.5 System Audit 


The purpose of the system audit is to design appropriate system of accounts suitable to the 
business and to obtain information, through the process of investigation for improving the 
accounting method. In fact accounting systems are required to be revised in order to ensure 
that it may provide the information desired by the executives as an aid to management 
decision. 

So, system audit is concerned with that method of checking, which is directed to ascer- 
tain whether the accounting practices are up-to-date and economical and whether the 
existing practices are required to be changed so as to do the work better, quicker and at less 
cost under the present conditions. 


2.6.6 Propriety Audit 


Propriety audit is concerned with scrutiny of executive decisions bearing on the financial 
and profit and loss aspect of the concern with special reference to public interest and com- 
monly accepted customs and standards of conduct. While performing a propriety audit, the 
auditor would judge whether the standards of propriety have been maintained in making 
payments, incurring expenditure or entering into transactions. 

Propriety audit ensures that the public money has not been utilised for the benefit of a 
particular person or section of the community and all transactions have been activated for 
the best interest of the concern itself. Section 227 (1A) and CARO, 2003 issued under section 
227(4A) of the Companies Act, 1956 also contain clauses dealing with the examination of 
transactions from the view point of propriety. 


2.6.7 Performance or Efficiency Audit 


Efficiency audit provides the means to appraise the performance of the enterprise and to 
diagnose the weakness of the enterprise. It aims to determine whether the resources of the 
business flow into remunerative or paying channels. It is concerned with the review of the 
organisational environment, measuring return on investment, cash flow performance etc. 
and comparing these with the standard. 

The efficiency audit is based on the basic economic principles. The objective of this type 
of audit is to evaluate and compare the optimum return with the amount of capital invested 
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in the business and to ensure that investment techniques aim at giving optimum results. In 
short, efficiency audit is introduced to ensure the improvement of organisational efficiency. 


2.6.8 Environmental Audit 


Environmental audit is an excellent management tool for relating productivity to pollution. 
Environmental audit is the examination of the correctness of environmental accounts. In 
broader sense, environmental auditing is the examination of accounts of revenues and costs 
of environmental and natural resources, their estimate, depreciation and values recorded 
in the books of accounts. 

In India, recognising the importance of environmental audit and its procedure was first 
notified under the Environment (Protection) Act, 1986 by the Ministry of Environment and 
Forests. Under this Act, every person running an industry, operation or process requiring 
consent under Section 25 of the Water (Prevention & Control of Pollution) Act, 1974 or 
under Section 21 of the Air (Prevention & Control of Pollution) Act, 1981 or both or 
authorisation under the Hazardous Wastes (Management and Handling) Rule of 1989 
issued under the Hazardous (Protection) Act, 1986 is required to submit an environmental 
audit report. 


2.6.9 Social Audit 


Business organisations are now regarded as a great social force. They are not expected to be 
only engaged in profit earning activity and paying dividend to the shareholders. They have 
an important role to play in the social well being. They have some responsibility to the 
society. 

Social audit is aimed at an assessment of the performance of an entity towards the 
fulfilment of social obligations. The objective of social audit is to bring to light for public 
knowledge how far an organisation has discharged its responsibility to the society and to 
make an assessment of the social performance of an organisation. But audit of social 
accounts is not yet in practice and the term ‘social audit’ is still in a conceptual stage in our 
country. 


2.6.10 Cash Transaction Audit 


Cash transaction audit is the oldest concept in auditing system. In the olden times, a person 
was appointed to check cash transactions only, i.e. whether the person responsible for 
recording cash receipts and payments on behalf of the business owner has done his job 
properly or not. Hence it was merely a cash audit. 

So, when an audit of all items of cash book, is conducted it is known as cash audit. The 
auditor will check the receipt and payments made by cash with the vouchers and docu- 
ments. It is useful in an organisation in which most of the transactions are made through 
cash. It is only a partial audit and at present the concept of this auditing has a wider mean- 


2.6.11 Energy Audit 


It is a relatively new branch of auditing. It is emerging as a consequence of heavily deplet- 
ing physical energy resources in the world. Need for conservation of energy is the most 
important parameter of modern day world. Energy audit is focussed to see whether right 
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amount of energy, both organic and inorganic, is used by the enterprises and there occurs 
no avoidable loss or waste of energy due to human indifference. Conducting energy audit 
inevitably calls for technical input and an audit team with audit professionals and technical 
personnel is needed for the purpose. 


2.6.12 Secretarial Audit 


This is also a relatively new concept and is coming to be recognised with growing complexi- 
ties in the corporate laws. Compliance with the provisions of various corporate laws is as 
important as to be in the business. Any failure to comply may invite heavy penalty and /or 
even imprisonment. It is therefore imperative for corporate entities to ensure compliance 
with the applicable legal requirements, which are numerous. A secretarial audit assures the 
corporate body that the legal requirements have been duly complied with and in time. If 
non-compliances are noticed by the audit, management will have time to rectify the 
situation with much lesser problems and costs. 


POINTS TO PONDER 


Auditing is a multidimensional and comprehensive subject. An effective insight into the 
nature of auditing can be obtained by understanding the various types of audit. 
Auditing can be classified from the following viewpoints: organisation, functions, 
practical approach and audit dimension. 

Company audit, bank audit, electricity company audit, co-operative society audit, trusts 
audit, insurance audit etc. are required under law, whereas audit of sole-proprietors, 
partnership firms, association of persons, non-profit seeking organisations etc. are not 
required under law. 

On the basis of functions, audit can be of two types: external audit and internal audit. 
Fxternal audit is conducted by an independent external auditor, whereas internal audit is 
conducted by specially assigned staff within the organisation. 


On the basis of practical approach for conducting audit, the audit can be classified under 
the following types: continuous audit, periodical audit and interim audit on the basis of 
time complete and partial audit on the basis of scope and balance sheet; and occasional 
and standard audit on the basis of objectives. 

On the basis of dimension of audit work, audit can be classified under the following types: 
management audit, cost audit, human resource audit, system audit, propriety audit, 
efficiency audit, environment audit, social audit, cash transaction audit, energy audit, 
secretarial audit etc. 


© Auditing: Principles and Techniques 


REVIEW QUESTIONS 


Short-answer Questions 


1. What is management audit? 

2. Distinguish between internal audit and statutory audit. 

3. Write a short-note on the various classes of audits. 

4. ‘Continuous audit is a double edged weapon’. Discuss. 

5. What is interim audit? Why is it required? 

6. Write short notes on: 
(a) Standard audit (c) Efficiency audit 
(b) System audit (d) Social audit 


Essay-type Questions 
1. What is statutory audit? Describe the points of differences between statutory audit and non- 
statutory audit. 
2. What is periodical audit? What are the advantages and disadvantages of periodical audit? 
Distinguish between continuous audit and periodical audit. 
3. What is continuous audit? In which case is this audit applicable? State the advantages and 
disadvantages of continuous audit. 


4. Discuss the advantages and disadvantages of balance sheet audit. Also state the auditor’s 
position in relation to balance sheet audit. 


CHAPTER 3 


Techniques and 
Procedures of 
Auditing 


CHAPTER OUTLINE 
3.1 Introduction 3.4 Principles and Techniques of 
3.2 Preparatory Steps before Auditing 
Commencement of Audit 3.5 Procedures Followed in Course 
of Audit 


3.3 Preparation by the Auditor 
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3.1 


a2 


INTRODUCTION 


An auditor must ensure that he fully understands the enterprise with which he is dealing 
before he determines his basic approach to an audit. He must familiarise himself with its 
organisation and visit the location at which it operates. He should have a detailed knowl- 
edge of its products or services. He must ensure that he has fully grasped any technicalities 
peculiar to the business. Only then he will be in a position to fully comprehend and identify 
the transactions which are being recorded in the accounting records, in relation to which 
the internal controls will be operating. 

The auditor should follow the appropriate audit procedure and adopt different tech- 
niques of auditing. He should maintain the principles of auditing in conducting audit of an 
organisation in order to meet the following requirement: 

1. Ascertain and record the accounting system and internal controls, assess the 
adequacy of the accounting system and evaluate the controls on which the auditor 
wishes to place reliance 

2. Test the accounting records and perform compliance tests on the operation of those 
internal controls on which the auditor wishes to place reliance 

3. Compare the financial statements with the accounting records and perform 
substantive tests to see that they are in agreement 


4. Carry out a review of the financial statements 
5. Report on the financial statements as required by the terms of auditor’s 
appointment, and in compliance with any relevant statutory obligation. 
On the basis of his assessment of the accounting system and evaluation of the internal 
controls, the auditor will draw up an audit programme specifically designed for that par- 
ticular audit. 


PREPARATORY STEPS BEFORE COMMENCEMENT OF AUDIT 


Effective execution of any audit work requires appropriate planning and a well-designed 
audit programme. For effective audit planning and for desiging appropriate audit pro- 
gramme, the auditor should prepare himself before the commencement of his audit work. 
For this purpose, the auditor should take the following steps: 


1. Receiving appointment letter 

The auditor is usually appointed by the shareholders in the annual general meeting and 
shall hold office till the conclusion of the next annual general meeting. The auditor should 
receive the appointment letter before starting his audit work as he has to conduct his audit 
work on the basis of terms of references as given in the appointment letter. This appoint- 
ment letter is formally called Audit Engagement Letter. Auditing and Assurance Standard 
(AAS-26) describes the purposes, applicability and contents of Audit Engagement Letter. 


2. Communication with the existing auditor 


Before accepting the work of a new audit, in the case of a continuing business, it is estab- 
lished professional etiquette for the proposed auditor to communicate with the previous 
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auditor to see whether he has any objections to raise. This is also an official requirement as 
per the Institute of Chartered Accountants Act, 1949 and has to be adhered to by the 
practicing chartered accountants. 


3. Acceptance of appointment 

If the auditor is satisfied with the reasons for not appointing the previous auditor, he can 
then accept the appointment. The auditor should confirm his acceptance to the concerned 
organisation through a letter of acceptance. 


4. Ascertaining the scope of audit 

After accepting his appointment, he should ascertain the precise nature and scope of his 
audit work. In case of statutory audit, the scope and the nature of audit work can be ascer- 
tained by referring to the statute. In case of other types of audit, the auditor should discuss 
with the client about his area of auditing work. 


5. Knowledge about the organisation 


Before the auditor can determine his basic approach to an audit, he must ensure that he 
fully understands the enterprise. He must comprehend the nature of the business and have 
a detailed knowledge of its activities. He must familiarise himself with the organisation and 
visit the location at which it operates. This will enable him to understand the nature of 
transactions, which are recorded in the books of accounts. AAS-20 describes how the 
knowledge of business is relevant to the auditors and how the auditors will obtain and use 
the knowledge of the business in their audit work. 


6. Knowledge of the accounting system 

The auditor should obtain a list of all books maintained by the organisation for recording its 
accounting transactions along with the information relating to the existing accounting 
system. He should also acquire complete information about the internal control system of 
the organisation. In fact, the extent of his work is greatly influenced by the reliability of 
internal control system and appropriateness of accounting system adopted. 


7. Complete list of principal officers 

The auditor should also obtain a list of the principal officers of the organisation. He should 
also acquire knowledge about the area and extent of authority of each one of them. This will 
help the auditor to have appropriate clarification from the concerned officer. 


8. Knowledge of technical details 


The auditor must ensure that he has fully grasped the technicalities peculiar to the business. 
Only then, he will be in a position to identify the transactions of the accounting records and 
relate the accounting system with the internal control system adopted. 


9. Observation of the previous auditor's report 

The auditor should go through the previous auditor’s report as well as the final accounts of 
the previous year. This will help him to understand the nature of accounts, important areas 
for which detailed checkings are required and the techniques to be used to conduct his 
audit work effectively. 
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10. Instructions to the client 

After completing the above-mentioned steps, the auditor should issue clear instructions to 
his client that the accounts should be finalised and kept ready for audit and the necessary 
schedules required to support the final accounts be prepared and made available to him. 


PREPARATION BY THE AUDITOR 


Modern techniques require a new approach to the practical aspects of the auditor’s work. 
Detailed checking and vouching no longer constitute the main aspect of the operations in- 
volved; the ascertainment of the internal control system, the investigation of its working 
and the verification of assets and liabilities in order to ensure the presentation of the true 
and fair view of the financial statements, now prevail. The attitude that an audit is mainly 
useful for the discovery or prevention of fraud is no longer accepted. It is now more 
generally appreciated that an audit not only ensures the true and fair presentation of the 
affairs of the organisation, but also that it can be of real benefit in bringing about the 
establishment and maintenance of efficient business methods. 

So, in order to conduct the work of audit smoothly and efficiently, at present, the audi- 
tor should prepare himself for the following aspects of audit. 


3.3.1 Audit Planning 


Audit planning is the process of deciding in advance what is to be done, who is to do it, how 
it is to be done and when it is to be done by the auditor in order to have an effective and 
efficient completion of audit. 


According to AAS-8, “Audit planning refers to planning by the auditor made to enable 
him to conduct an effective audit in an efficient and timely manner, and includes planning 
about area, scope, depth of transactions to be audited, time to be devoted, persons to be 
deployed for audit etc.” 


Audit planning is necessary for efficient and effective conduct of an audit. It should be 
continuously followed throughout the course of audit assignment. As per AAS-8, audit 
planning facilitates the following: 


e Appropriate attention devoted to important areas of the audit 

e Prompt identification of potential problems 

e Timely completion of work 

e Proper utilisation of assistants 

e Coordination of work done by other auditors and experts 

The main objectives of audit planning are to ensure the following: 

e That the auditing work is conducted efficiently and profitably 

e That high standards of audit works are maintained, so that the risk of litigation 

against the practice for negligence is minimised 

It is important that audit should be carefully planned to ensure that correct number of 
staff of the appropriate level of seniority are available when they are required. In addition 
to that, in case of large audits, the work must be planned so that maximum work is done on 
an interim basis during the year. This has the double advantage of employing staff effec- 
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tively throughout the year and ensuring that the only audit work that is remaining at the 
year end is the work that could not be performed earlier. To enable this planning to be car- 
ried out efficiently, the auditor will need to liaison with the chief financial officer / account- 
ant of the organisation and ensure that the audit firm is fully aware of the exact proposed 
timing of the client’s own accounting procedures. 

In the light of the expected scope of the assignment, the auditor should prepare his 
audit plan after taking into consideration the following factors: 


e Statutory requirement under the assignment 

e Terms and conditions of engagement 

e Nature and timings of reporting 

e Significant audit areas 

e Applicable legal provisions 

e Reliability of accounting and internal control system 
e Existing accounting practices followed 

e Areas requiring special attentions 


3.3.2 Audit Programme 

Before starting an audit, a programme of work is usually drawn up. This is known as the 
‘audit programme’. It is a detailed plan of work, prepared by the auditor, for carrying out 
an audit. It comprises a set of techniques and procedures, which the auditor plans to apply 
to the given audit for forming an opinion about the statement of account of an organisation. 

Prof. Meigs defined audit programme as “a detailed plan of the auditing work to be 
performed, specifying the procedure to be followed in verification of each item in the 
financial statements and giving the estimated time required.” 

So, audit programme may be defined as a careful flexibly written layout of the work to 
be done by the auditor and his staff in the conduct of an audit. The preparation of audit 
programme involves the following considerations: 

e Area or extent of work 

e Allocation of work 

e Time duration for the completion of the work 

e Responsibility of the persons, who have been assigned the work for its’ timely com- 

pletion 
The specimen of an audit programme is given here. 


Purposes of audit programme 
There is no denying the fact that audit programme not only serves as the plan of action to be 
taken for the completion of assigned audit work efficiently and effectively, but the progress 
of the audit work may also be ascertained by it. However, different purposes of audit 
programme are given as follows: 

1. Co-ordinating the procedures of audit 

2. Ascertaining the progress of audit-work 

3. Recording the work done during the process of auditing. Such records can act as an 

evidence of work done. 
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4. Assigning responsibilities to the audit staff for the completion of audit work within 
the time limit. 


GIL ME Specimen of an audit programme 
Name of the organisation : M/s ZYX Ltd. for the year ended on 31.3.20xx 


Particulars of work Extent of work to be done Actual work completed Time taken Completed by 


(signature) 

A CastBook: 

1. Posting Onemonth June 

2. Casting Full Full 

3. Vouching Threenonths July NovemberndMarch 
B. Debtors’ Ledger: 

1. Posting Onemonth April 

2. Casting Onemonth March 

3. Vouching Twomonths OctobeandMarch 
C. Physicalerification: 

1.Cash as on 31.3.20xx as on 31.3.20xx 

2. Fixed Assets as on 31.3.20xx as on 31.3.20xx 

3. Stock as on 31.3.20xx as on 31.3.20xx 


Types of audit programme 
An audit programme can be of the following two types: 


1. Predetermined audit programme In this audit programme, all the procedures of au- 
dit must be outlined in general, even though all procedures may not be relevant in a par- 
ticular type of audit. The purpose of this type of audit programme is to offer either 
procedural guideline or to serve as a ‘check off list’. For this reason, this predetermined 
audit programme is also known as. tailor-made audit programme. 


2. Progressive audit programme The progressive form of audit programme is known 
as ‘skeleton’ form of audit programme. It sets forth briefly general scope, character and 
limitations of audit work. This type of programme is suitable in those cases where the con- 
dition of the business changes year after year. 


Advantages of audit programme 
Whatever may be the nature of audit programme, usually the following benefits are 
derived from an audit programme: 


1. Assurance of completion of work It ensures that all necessary work has been done 
and nothing has been omitted. 


2. Information about work-progress The auditor is in a position to know about the 
progress of the work done by his assistants. 


3. Uniformity of work A uniformity of the work can be attained as the same pro- 
gramme will be followed at subsequent audits. 
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4. Simplification of work allocation It simplifies the allocation of work to various 
grades of articled and audit clerks. 


5. Guidance to the staff Itis a kind of guidance to the audit clerk for the work he has to 
perform. 


6. Defence against charge of negligence The auditor can defend himself in case of a 
charge of negligence on the basis of the audit programme. 


7. Division of responsibility Work of the audit can be divided amongst the different 
juniors who will be held responsible for their work. 


8. Final review of work An audit programme facilitates the final review of work before 
the report is signed. 


9. Helpful to the new employees For a new employee, the audit programme is a guide 
to his duty. 


10. Basis of future programmes Itis a useful basis for preparing the programme for the 
subsequent years. 


Disadvantages of audit programme 


1. Loss of initiative An efficient clerk loses his initiative because he has to follow the 
programme which has been fixed in advance. 


2. Want of flexibility Even if the audit programme is well drawn up, it may not cover 
everything that might come up during the course of audit. 


3. Rigidity in programme Fach business may have a separate problem of its own and 
hence a rigid programme cannot be laid down for each type of business. 


4. Unsuitable for small concerns Drawing up of an audit programme may be unneces- 
sary for a small concern. 


5. No scope of changes The audit programme may be followed mechanically year after 
year though some changes might have been introduced by the client. 


6. Concealment of incapacity of staff Inefficient audit assistants may also take shel- 
ters behind the programme. 


Steps to be taken to overcome the disadvantages of written audit programme 
Obtaining up-to-date information and encouraging audit assistants to inform the devia- 
tions from the standard and the audit programme can avoid the aforesaid shortcomings 
and accordingly the principal may modify the programme. 

In fact the disadvantages of written audit programme arise due to misunderstanding of 
its purpose. It should be taken as only a guide to audit and should not be treated as rigid 
and inflexible document. For this purpose, the auditor should take the following steps: 


1. Educating the audit staff The audit staff should be made known about the purpose 
of audit programme. They must be clearly stated that they may go beyond the audit pro- 
gramme if the situation so warrants. The opinion of the audit staff may also be taken while 
drafting the audit programmes. 
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2. Revision of audit programme It should be the responsibility of the audit manager to 
constantly review the existing audit programme and modify it in the light of experience of 
the previous year’s audit and according to the changing circumstances. The audit staff 
should also be encouraged to give their suggestions in this regard. 


3. Rotation of work The duty of audit staff should be rotated so that no staff does the 
same job year after year. This will help in reducing the monotony of work. 


4. Overall supervision Proper supervision and review of work is also useful for over- 
coming the disadvantages of predetermined audit programme. 


3.3.2 Audit Notebook 


An audit notebook is usually a bound book in which a large variety of matters observed 
during the course of audit are recorded. It is thus a part of the record of the auditor avail- 
able for reference later on, if required. The matters may be observed during the course of 
audit for which no satisfactory answer have been given by the client or those which require 
to be incorporated in the audit report. It is a kind of permanent record available to the 
auditor. 

The audit notebook may be in two parts: 

e For keeping a record of general information as regards the audit as a whole 


e For recording special points which have been observed during the course of 
audit of the accounts of different years 


Objectives of audit notebook 
The audit notebook is an important document of audit. It serves the following purposes: 


1. Facilitates future audit The audit notebook of current year helps the auditor while 
he starts audit in the next year. He can easily understand which areas of the organisation 
should deserve his special attention. 


2. Documentary evidence The audit notebook provides an evidence about the extent of 
work done and degree of skill and care exercised by the auditor in conducting audit. By 
producing audit notebook in the court he can defend himself against charge of negligence. 


3. Helps in preparing audit report It is not possible for the auditor to keep in memory 
all important matters and audit findings that are required to be considered in preparing the 
audit report. So, maintenance of audit notebook recording all such important matters pro- 
vides him a lot of assistance in preparation of audit report. 


4. Settlement of audit queries The accounting staff of the client may feel disturbed if 
the auditor puts audit queries before them every now and then in the course of audit. So, for 
the sake of convenience of the client’s staff, audit queries should be recorded in the 
notebook as and when they crop up and placed at a time before the staff of the client for 
their explanations. 


5. Evaluation of work The auditor, by going through the audit notebook, can under- 
stand the progress of audit work and the level of efficiency of his staff in audit work. 
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Value of audit notebook 

The audit notebook is of great value to an auditor at the time of preparing the report to be 
submitted to the shoreholders. In case a charge of negligence is filed against the auditor, a 
notebook may prove to be a good evidence. 


From this notebook, an auditor may know the exact volume of work performed by his 
assistants. It also helps for future reference and guidance. This can serve as a guide also in 
framing the audit programme in future, so far as the points recorded in the notebook indi- 
cate the weaknesses in the system of the accounting of the client, which requires to be 
looked into. 


Contents of audit note book 
Some of the important points which are noted down in an audit notebook are given below: 
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14. 
15. 


A list of books of accounts maintained by the clients 

The names of the principal officers, their powers, duties and responsibilities 

The technical terms used in the business 

The points which require further explanations 

The particulars of missing vouchers, the duplicate of which have to be obtained 
The mistakes and errors discovered 

Total or balances of certain books of accounts, bank reconciliation statement etc. 
Notes and queries which might be required at a subsequent audit 

The points which have to be incorporated in the audit report 

Any matter which requires discussions with the senior officials or with the auditor 


. Accounting method followed in the business 
. Date of commencement and completion of audit 
. Provisions in the Articles and Memorandum of Association affecting the accounts 


and audit 
Abstracts from minutes, contracts etc. having a bearing upon accounts 
Particulars of accounting and financial policies followed 


Advantages of audit notebook 


1. 
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From the audit note book, an auditor may know the exact volume of work per- 
formed by his assistants. 


It helps for future reference and guidance. This can serve as a guide in framing the 
audit programme in future. 


It facilitates the preparation of the audit report. 


In case of change of audit assistants, no difficulty is faced by the new assistant in 
continuing the incomplete work. 


It ensures that the audit programme has been sincerely followed. 

It is a reliable evidence in the eye of law, if an auditor has to defend himself. 
The responsibility of errors undetected can be fixed on the assistant concerned. 
The important matters relating to the audit work may be easily recalled. 
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3.3.4 Audit Working Papers 


Audit working papers are written records kept by the auditor of the evidence accumulated 
during the course of the audit, the methods and procedures followed and the conclusions 
reached. They should include all the information that the auditor considers necessary to 
adequately conduct his examination and provide support for his audit report. 


In short audit working papers are those papers which contain essential facts about 
accounts that are under audit. 


Purpose of working papers 


Working papers are actually the compilation of all evidences which are collected by the 
auditor in the course of his audit. They serve the following purposes: 


1. They show the extent of adherence to accounting principles and auditing standards. 
. They are useful as evidence against the charge of negligence. 

. They assist the auditor in co-ordinating and organising the work of audit assistants. 
. They ensure the possibility of quick preparation of audit report. 
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. Through the working papers, the auditor can know the distribution and accomplish- 
ment of work. 


6. Measurement of the efficiency of the assistants can be done with the help of working 
papers. 
7. They can be used as permanent record for future references. 
8. They can act as a means to give training to the audit clerk. 
9. They provide a means to control the ongoing audit work. 
10. Working papers assist the auditor in forming an opinion on the financial statements. 


Contents of working papers 

Audit working papers should include a summary of all significant matters identified which 
may require the exercise of judgment, together with the auditor’s conclusion thereon. If 
difficult questions of principle or of judgment arise during the course of the audit, the 
auditor should record the relevant information received and summarise both the 
management viewpoints and his conclusions. 

AAS-3 issued by the Institute of Chartered Accountants of India makes the following 

suggestions regarding the form and contents of working papers. 

1. The working papers should record the audit plan, the nature, timing and extent of 
auditing procedures performed and the conclusions drawn from the evidence 
obtained. 

2. The exact form and content of working papers are affected by various matters such 
as given below: 

(a) The nature of the engagement 

(b) The form of the audit report 

(c) The nature and complexity of client’s business 

(d) The nature and conditions of the client’s records and degree of reliance on inter- 
nal controls 

(e) The need in particular circumstances for direction, supervision and review of 
work performed by assistants 
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3. Working papers should be designed and properly organised to meet the circum- 
stances of each audit and the auditor’s need in respect thereof. 

4. Working papers should be sufficiently complete and detailed for an auditor to 
obtain an overall understanding of the audit. 

5. All significant matters which require the judgement, together with the auditor’s con- 
clusion thereon, should be included in the auditor’s working papers. 

6. To improve audit efficiency, the auditor normally obtains and utilises schedules, 
analysis and other working papers prepared by the client such as analysis of impor- 
tant revenue accounts receivables etc. 

7. In case of recurring audits, some working papers may be classified as permanent 
audit files as distinct from current audit files relating primarily to the audit of a sin- 
gle period. 


Responsibility on protection and preservation of working papers 
Whosoever is in the possesion of working papers should be responsible for their safe cus- 
tody. These should in no case be shown to a third party except with the permission of the 
client. As the working papers are prepared in respect of the client’s business, they should be 
treated as top secret and should be preserved in all circumstances and at all times. 

After the audit report has been prepared and delivered to the client, these papers may 
be filed and preserved for a period of time sufficient to meet the needs of his practice and 
satisfy any pertinent legal or professional requirements of record retention. 


Ownership of working papers 

An important and pertinent question arises as to the ownership of these working papers. 
The claim of the auditor is that it is he who has collected the information for the purpose of 
discharging his duties. Therefore, he is entitled to the possession of these papers. On the 
other hand, it is the claim of the client that the auditor is his agent and hence he should 
surrender these papers to the client. 


In fact, this question of ownership in respect to the working papers arose in the case of 
Sockockingky vs Bright Graham & Co. (1938) in England. The question was whether the 
auditor had a right to retain the working papers as if it were his own property even after the 
payment of the audit fees. The court gave judgement in favour of the auditors on the 
ground that they were independent contractors and not agents of the client. 


According to the views of the Institute of Chartered Accountants of India (AAS-3), 
working papers are the property of the auditor. The auditor may, at his discretion, make 
portions of or extracts from his working papers available to his clients. Further, according 
to this standard of auditing practices, an auditor should adopt reasonable procedures for 
custody and confidentiality of his working papers and should retain them for a period of 
time sufficient to meet the needs of his practice and satisfy any pertitent legal and profes- 
sional requirements of record retention. 


3.3.5 Audit Files 


The file which is used by the auditor for preserving the written statements of necessary 
matters relating to audit is called the audit file. It maintains different audit documents, viz. 
audit notes, audit programme, audit working papers etc. The efficient audit filing system 
strengthens the integrity of the audit work. 
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The audit file is generally of two types: 


e Permanent audit file e Temporary audit file 


Permanent audit file 

In the case of recurring audits, some working paper files may be classified as permanent 
audit files which are updated currently with information of continuing importance to suc- 
ceeding audit. 


A permanent audit file normally includes the following: 


1. 


Information regarding the legal and organisational structure of the organisation. In 
case of company form of organisation, this includes the Memorandum and Articles 
of Association 


. Extracts or copies of important legal documents, agreements and minutes relevant 


to the audit 

A record of the study and evaluation of the internal controls relating to the account- 
ing system 

Copies of audited financial statements for previous years 

Analysis of significant ratios and trends 

Copies of management letters issued by the auditor, if any 

Record of communication with the retiring auditor, if any, before acceptence of the 
appointment as auditor 

Notes regarding significant accounting policies 


. Significant audit observations of earlier years 


Temporary audit file 
In the case of single period audit, some working paper files may be classified as temporary 
audit file, which contain information relating primarily to the audit of a single period. 


A temporary audit file usually includes the following: 
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8. 


Draft financial statements being audited 
Schedules supporting the financial statements 
Extracts from relevant minutes 

Audit programme and time budget 


Internal control questionnaire and, where applicable, flow charts and notes on the 
system of internal control 


Confirmations obtained from banks and other relevant organisations regarding 
items in the financial statements 


Details of queries raised during the audit, and the answers obtained to them 
Copy of letter of representation 


3.3.6 Audit Manual 


Audit manual may be defined as a “written internal auditing document”. It provides differ- 
ent information regarding detailed auditing procedures, objects of auditing, standard of 
performance, time recording procedure, preparation of audit report etc. The audit manual 
is prepared for the general guidance of the auditors with the object of planning the proce- 
dure of audit. 
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Advantages 
1. Different information regarding policies of the concern and procedure of audit is 
available in the manual. 
2. Information relating to required steps to be followed for conducting different audit- 
ing work can be collected from the manual. 


3. Audit manual provides answers to routine questions by the audit staff. 
4. Efficient distribution of work among the audit staff can be made possible. 
5. Audit manual provides useful information to the new entrants to the profession. 


Disadvantages 
1. Different audit procedures as contained in the manual become very mechanical. 
2. Creative thinking on the part of the audit staff is discouraged. 
3. If the manuals are not kept up to date, it may, instead of providing useful guidance, 
misguide the working staff. 
4. It discourages the individual initiative. 


5. The procedure of audit as given in the audit manual may sometime fail to co-ordi- 
nate the activities of the audit staff during the course of audit. 


3.3.7 Audit Memorandum 


An audit memorandum is a statement containing all useful information regarding the busi- 
ness of the client. It indicates the method of operation, policies of different aspects of the 
business as well as all the conditions in respect of audit. 


Audit memorandum is very useful in case of first time audit by the concerned auditor 
in an organisation. While conducting his auditing work, the auditor requires certain infor- 
mation which may be directly related with the method of operation of the business. If the 
auditor is not informed about the method of operation as well as the operational activities 
of the organisation, he will not be ina position to conduct his audit effectively. Hence audit 
memorandum is useful to the auditor while the auditor wants to relate the financial trans- 
actions with the business activities, with the condition of the business in which the transac- 
tions are being activated. 


Contents of audit memorandum 
e About the business—its early history and growth 
e Nature of ownership of the organisation 
e Location of its principal offices and factories 
e Sources of factors of production—materials, labour etc 
e Details about its manufacturing operations 
e Principal products produced by the concern 
e Market condition and nature of competition in the market 
e Organisational structure and heirarchy 
e Method of accounting and nature of books of accounts 
e List of persons involved in management 
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3.4 PRINCIPLES AND TECHNIQUES OF AUDITING 


Principles of auditing refer to fundamental consideration that sustain the function of audit- 
ing and direct its activities. Auditing has evolved in the satisfaction of a social need to see 
that the accounting statements on which people rely are reliable. To achieve this broad 
functional objective, certain techniques and procedures have been developed over the 
years on the basis of certain concepts and principles that are considered to be the governing 
forces. AAS-1 on “Basic Principles Governing an Audit” describes the basic principles 
which govern the auditor’s professional responsibilities and which should be complied 
with whenever an audit is carried out. It also states that compliance with the basic princi- 
ples requires the application of auditing procedures and reporting practices appropriate to 
the particular circumstances. 

Auditing techniques refer to the methods and means adopted by an auditor for collec- 
tion and evaluation of audit evidence in different auditing situations. When the audit 
objective is to see that debtors’ balances are correctly stated in the balance sheets, the 
auditor would introduce confirmation and scrutiny of subsequent years’ accounts as the 
appropriate audit technique. The method of collection of evidence to verify accounts 
maintained under manual system will be different from that, when accounts are 
computerised. In the former case, audit trial will be available and usual techniques like 
posting verification and casting verification would be appropriate. However, in the latter 
case, because of loss of audit trial and accuracy of the computer, these techniques are 
replaced by more intensive and extensive examination of the internal control. Also, the 
technique may vary according to the nature of proposition to be tested. 

Thus auditing principles are fundamental in nature which underlie the conduct of the 
audit. These principles are not liable to change frequently while audit techniques may vary 
according to the nature of propositions to be tested. For instance, audit technique to test the 
existence of cash in hand will be different from the method to verify recoverability of sun- 
dry debtors. Further, audit techniques may vary from organisation to organisation 
depending upon the nature of the business but the principles of auditing will remain the 
same irrespective of the nature of the organisation. 


3.4.1 Important Audit Techniques 


The techniques or strategies, which are followed in order to collect proper evidence in sup- 
port of the transactions recorded in the books of accounts, are termed as “Techniques of 
Auditing’. 

Important techniques usually adopted by the auditors include the following. 

e Vouching (of expenses) 

e Physical verification (of fixed and current assets) 

e Reconciliation (of stock statement) 

e Confirmation (of customers or bank balance) 

e Re-computation (of depreciation and other calculations) 

e Scanning (of legal formalities) 

e Scrutiny (of ledger balances) 

e Inquiry (of propriety aspect) 
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3.5 PROCEDURES FOLLOWED IN COURSE OF AUDIT 


There is no fixed rule regarding the procedures the auditor would follow in the course of 
audit. He would fix up the procedures after reviewing the situations on the basis of audi- 
tor’s own knowledge, intelligence, efficiency and experience. But the generally accepted 
procedures followed by an auditor include the following: 


3.5.1 Audit Evidence 


It is the auditor’s duty to express a professional opinion on financial statements and it must 
always be a matter of judgement whether the auditor has sufficient evidence on which to 
base such an opinion. The auditor can never be absolutely certain that the financial state- 
ments show a true and fair view; the question is, whether as an honest and careful auditor, 
he has adequate evidence on which to base a reasonable opinion? 


The term evidence includes “all influences on the mind of an auditor which affect his 
judgement about the truthfulness of the propositions submitted to him for review.” 


Types of audit evidence 


Professor R. K. Mautz in his work Fundamentals of Auditing has rightly observed that ”the 
nature of financial statement assertions leads to the conclusion that the nature of the follow- 
ing kinds of evidences are indicative of the validity of financial statement assertions in 
varying degrees depending on the circumstances of the examination.” 


Thus professor Mautz cited nine types of audit evidences, which are as follows. 
1. Physical examination by the auditor of the article represented in the accounts 
2. Statement by independent third parties: 

(a) oral evidence (b) written evidence 
3. Authoritative documents: 

(a) prepared outside the enterprise under examination 

(b) prepared inside the enterprise under examination 
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. Statements by officers and employees of the concern under examination: 
(a) formal statement (b) informal statement 
Calculations performed by the auditors 

Satisfactory internal control procedures 

Subsequent actions by the concern under examination and by others 
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Subsidiary or detail records with no significant indications of irregularity 
9. Interrelationship within the data examined 


Methods of obtaining audit evidence 

AAS-5 on “audit evidence” describes the method of obtaining audit evidences. According 
to this statement, the auditor obtains evidence in performing compliance and substantive 
procedures by one or more of the following methods: 


1. Inspection Inspection consists of examining records, documents or tangible assets. 
Inspection of records and documents provides evidence of varying degree of reliability 
depending on their nature and source and the effectiveness of internal controls over their 
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processing. Four major categories of documentary evidences, which provide different 
degrees of reliability to the auditor, are as follows: 


(a) Documentary evidence originating from and held by third parties 

(b) Documentary evidence originating from third parties and held by the entity 
(c) Documentary evidence originating from the entity and held by third parties 
(d) Documentary evidence originating from and held by the entity 


Inspection of tangible assets is one of the methods to obtain reliable evidence with 
respect to their existence but not necessarily as to their ownership or value. 


2. Observation Observation consists of witnessing a process or procedure being per- 
formed by others. For example, the auditor may observe the counting of inventories by cli- 
ent personnel or the performance of internal control procedures that leave no audit trial. 


3. Inquiry and confirmation Inquiry consists of seeking appropriate information from 
knowledgeable persons inside and outside the entity. Inquiries may range from formal 
written inquiries addressed to third parties to informal oral inquiries addressed to persons 
inside the entity. Responses to inquiries may provide the auditor with information which 
he did not previously possess or may provide him with corroborative evidence. 


Confirmation consists of the response to an inquiry to corroborate information con- 
tained in the accounting records. For example, the auditor requests confirmation of 
receivables by direct communication with the debtors. 


4. Re-computation Re-computation consists of checking the arithmetical accuracy of 
source documents and accounting records or performing independent calculations. 


5. Analytical review Analytical review consists of studying significant ratios and 
trends and investigating unusual fluctuations and items. 


3.5.2 Routine Checking 


Routine checking is a total process of accounting control, which includes the following: 
1. Examination of the totalling and balancing of the books of prime entry 
2. Examination of the posting from the primary books to the ledger accounts 
3. Examination of totalling and balancing of the ledger accounts and of the trial balance 
prepared with those balances 
4. Overall examination of writing up the transactions properly 


In short, the routine checking is concerned with ascertaining the arithmetical accuracy 
of casting, posting and carry forwards. For the purpose of confirming the arithmetical accu- 
racy and detecting frauds and errors of very simple nature, this method is adopted as basic 
to all types of audit work. The scope of application of routine checking depends upon the 
nature and size of the organisation as well as the effectiveness of the internal check and 
control system. 


Objectives 

Objectives of routine checking can be described as follows: 
1. To ensure the arithmetical accuracy of the books of accounts 
2. To form the basis of vouching 


3; 
4. 
5. 


Techniques and Procedures of Auditing } 


To prevent alteration of figures 
To increase reliability of financial statements 
To detect errors and frauds 


Advantages 
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It is the simplest form of audit work. 

Errors and frauds of simple nature can be detected very easily. 

The books of accounts can be thoroughly checked. 

It is the basis of checking the final account as it helps in checking castings and 
postings. 

Arithmetical accuracy of all the transactions can be confirmed by this method. 


. It offers an opportunity to train the new entrants to the profession. 


Disadvantages 


1. 


It is not generally considered as an important part of audit work where self-balanc- 
ing system is maintained. 

As the audit staff are engaged in same type of work the possibility of becoming 
monotonous may grow in this system. 

Negligence of work, taking the advantage of internal check system, are frequent. 


It fails to detect errors and frauds arising from the fraudulent manipulation in 
accounting principles. 


Auditor's duty regarding routine checking 

Although routine checking is a monotonous and time consuming process and is not very 
effective in detecting planned fraud, the auditor cannot skip it. It is an important part of 
audit. It should deserve equal emphasis from auditor as other techniques of audit. His 
duties in connection with routine checking are as follows: 


1. 


The auditor will first evaluate the internal control and internal check system existing 
in the organisation. Based upon his evaluation, he will determine the extent of 
routine checking to be adopted. 


. In a small firm it is possible for the auditor to undertake thorough routine checking. 


So, it is advisable that he should undertake thorough routine checking in such cases. 
In case of audit of large organisations, it is not possible for him to undertake thor- 
ough routine checking. So, in such cases, he will apply his judgment, experience and 
knowledge in determining the extent of routine checking. 

The auditor should frequently supervise the work of routine checking being done by 
his subordinates and ensure the adherence to his instructions in this regard. 
Computerisation of accounting system obviates the necessity of casting carry for- 
ward, posting from journal to ledger etc. So, the auditor will determine his duty 
after examining the degree of computerisation. 


3.5.3 Test Checking 


The term ‘test checking’ stands for the method of auditing, where instead of a complete 
examination of all the transactions recorded in the books of accounts only some of the trans- 
actions are selected and verified. The underlying intention is to test some of the transactions 
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to form an opinion for the whole. According to Prof. Meig “test checking means to select 
and examine a representative sample from a large number of similar items”. 

The justification of test checking lies on the theory of probability which states in effect 
that a sample selected from a series of items will tend to show the same characteristics 
present in the full series of items, which is commonly referred to as “population” or 
“universe”. 


Objectives of test checking 

Accounts of large organisations usually include an enormous number of transactions. But 
the auditor is not in a position to check each and every transaction within the limited time 
and due to the constraint of resources available to him. So, he has to depend on selective 
verification of the transactions. The selection of transactions will be made in such a way that 
the auditor will verify a small but representative number of transactions and he can draw 
conclusions about the transactions as a whole. So, the basic objective of test checking is to 
draw a valid conclusion by undertaking examination of some transactions from the large 
number of transactions and thereby save time and cost. 


Factors to be considered before resorting to test checking 
The auditor should consider the following factors before starting test checking. 


1. Nature of transactions The nature of transactions should be carefully considered for 
determining the extent of test checking. If the transactions of a particular category are of 
repetitive nature, the size of sample may be small. However, if the transactions of a particu- 
lar category are of divergent nature, sample size of test checking should be large. 


2. Effectiveness of internal control The internal control system existing in the organi- 
sation should be evaluated. If the internal control system is found to be sound, the auditor 
may adopt test checking determining the suitable sample size. But if the internal control 
system is found ineffective, the reliance on test checking should be minimum. 


3. Materiality ofitems Anitem becomes material when any mis-statement regarding it 
is likely to influence the decisions of the users of financial statements. The extent of check- 
ing to be adopted should depend upon the materiality of the items. 


4. Previous experience Previous experience should also be considered while determin- 
ing the extent of test checking. For example, the auditor might have noticed in the last audit 
that the management had the tendency to inflate the value of work-in-progress, but the 
cashier had honestly and sincerely recorded all the cash transactions. Based on this experi- 
ence, the auditor may undertake exhaustive checking of the details of valuation of work- 
in-progress while restricting his checking to few transactions in the cashbook. 


Advantages 


1. It is one of the best techniques of auditing through which cost of audit can be 
reduced. 


2. It can ensure the speed of audit work. 


3. It can easily locate the deficient areas and thus help to come to the conclusion as to 
the acceptability of financial records. 


4. Itis a labour saving device. 


5. It acts as a guide to the auditor to arrive at a conclusion regarding the true and fair 
view of the state of affairs of the business. 
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Disadvantages 


1. 


4. 


5. 


It will prove inefficient where internal check and control system are not operating or 
found ineffective. 

It is not suitable for small concerns. 

It will show incorrect results if the samples are not proper representatives of the 
population. 

It does not offer any consistency in selecting the percentage of check that will be 
adopted by all concerns. 

It is not applicable in case of diversified transactions. 


Precautions to be taken before taking test-checking technique 


In order to apply test checking technique effectively in the audit work of an organisation, an 
auditor has to take certain precautionary measures. These measures include the following: 


1. 


p 


The auditor should review the existing internal control in order to ascertain 
its effectiveness. 

The transactions to be selected for test checking must be homogenous. 

The transactions to be test checked must form an adequate sample. 

As far as possible the transactions to be selected for test checking should be on the 
basis of random number tables. 

The results of the test checks themselves should be examined, particularly the 
nature of errors. 


Transactions not suitable for the adoption of test checking 
If the number of transactions in any area is sufficiently large, the auditors usually adopt 
test-check technique. However, as a practical measure, usually the following types of trans- 
actions and records are kept outside the purview of test checking : 


1. 


a 


In those industries, where the activities are based on seasonal fluctuations, test 
checking cannot be adopted on an annual basis. 


. Exceptional transactions or the transactions of a non-recurring nature are also not 


suitable for adoption of test checking. 
Some transactions have legal implication, i.e. they have to be recorded on the basis of 
legal provisions. Such transactions cannot be test checked. 


Areas involving computation and calculations should not be subjected to test 
checking. 


There should not be test checking for opening as well as closing entries. 
Bank reconciliation statement cannot be checked by adopting this technique. 


Presentation and disclosure of information in the balance sheet and the profit and 
loss account should not be subjected to test checking. 


Auditor's duty regarding test checking 

Test checking is a short-cut method of audit. It curtails costs and time of audit. But it 
involves risk on the part of the auditor. If some errors or frauds which escaped the notice of 
the auditor because of sample checking are detected subsequently, the auditor may be held 
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liable for negligence. So, enough care and caution should be taken by the auditor while 
resorting to test checking. He must evaluate the internal control system existing in the 
organisation beforehand. He must carefully consider the circumstances for determining the 
sample size. Materiality of item must not escape his notice while he selects the sample. The 
items selected should be verified in depth from its origin to the conclusion. Test checking 
will then be effective. There will be minimum possibility of errors and frauds remaining 
undetected if the auditor exercises reasonable care according to circumstances in conduct- 
ing test checking. 

He must bear in mind that test checking is just like a double-edged sword. If it is used 
properly and with reasonable care and caution, it will not hurt the auditor, i.e. the auditor 
will not be held responsible for any error or fraud left undetected. However, if the tool is 
applied indiscriminately and negligently, he will not be spared for errors and frauds 
detected subsequently. 


3.5.4 Auditing in Depth 


Auditing in depth is a technique, which assists the auditor in conducting test checking and 
adoption of such a system becomes essential in large organisations, where detailed exami- 
nation of all the records is not possible. It is a method of auditing under which a few selec- 
tive transactions are subjected to a thorough scrutiny for arriving at the accuracy of the 
data. 


This technique involves the selection of a sample of transactions from one area of 
accounting and tracing them from the beginning to the conclusion. This method is under- 
taken to examine the effectiveness of the internal control and internal check system. In 
order to conduct the work of auditing in depth of a specific transaction, the auditor has to 
examine thoroughly the different stages of the transaction. 


Practical application of the technique 
In respect of goods purchased, the auditing in depth technique will be applied through the 
following stages. 
1. Examining the requisition note from the stores, ensuring that it has been signed by 
the appropriate official 
2. Examining the copy of the order placed by the purchasing department, ensuring that 
it was properly executed on the official form, complied with all the client’s regula- 
tions and was authorised by the appropriate official 
3. Examining the delivery note from the supplier and comparing it with the copy of the 
order 
4. Examining the goods inward note made out when the goods were received, noting if 
it has been properly signed, if it indicates that the correct goods have been 
received and if their quantity and condition have been checked 
5. Checking the entries in the store records 
6. Checking in the accounts department that the invoice received from the supplier has 
been matched with the copy of the order and the copy of the goods received note 
before being processed and that the calculations have been checked 
7. Checking the appropriate entries in the accounting records 
8. Comparing the cheque with the invoice and supplier’s statement, if any 
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From the above example, it can be seen that the auditor would trace the transaction 
right through the system. He would not merely satisfy himself that the entries in the records 
were correct, but would ensure that the appropriate internal controls relating to authorisa- 
tion of transactions, the checking of one document against another and physical inspection 
of goods has been properly operated at the appropriate times. He would also ensure that a 
proper system was in force to claim credits in respect of short deliveries or deliveries of 
defective goods. 

Where the examination of successive stages in the depth test produces satisfactory 
results, it is an accepted practice that the auditor may progressively reduce the number of 
items to be examined at subsequent stages. However, if the tests reveal an unacceptable 
number of errors, it will be necessary for the auditor to increase the number of items exam- 
ined in order to discover whether the original sample was representative. 


Advantages 
1. Precision in course of audit work can be achieved. 
2. It guards against the fraudulent manipulation of accounts. 
3. It does not offer any monotony in work to the auditor. Because the auditor will have 
to deal all the time with new ideas and techniques. 
4. It saves the cost of audit. 
5. The experience in auditing in depth can be widely used in preparing audit plan. 


Disadvantages 

1. As the concept is linked with selective verification, its application may be fruitless if 
the selection of item is wrong. 

2. Instead of saving cost and time, this technique entails loss of time and extra cost 
because of unskilled handling of audit affairs. 

3. Proper selection of transactions for conducting auditing in depth is too much risky. 
If the items are not properly selected, it will not at all serve the purpose of auditing. 

4. This technique can not be applied to small concerns. 

5. Ithas been observed that the auditor relies too heavily upon intuition. Here, he uses 
no objective method of measuring the adequacy of samples. 


3.5.5 Cut-off Examination 


Cut-off examinations are the procedures designed to ensure that at the year end trading 
transactions are entered in the period to which they relate. In other words, the term “cut- 
off” refers to the procedure adopted to ensure the separation of transactions as at the end of 
one accounting year from those at the commencement of the next following year, specially 
for items which may overlap, e.g. sales, purchase, stock etc. 


Significance of cut-off in auditing 

The cut-off procedure is very significant in auditing to ensure that the revenue and 
expenditure of one year is not recorded in the following year, as that will distort the true 
and fair view of the accounts. The auditor must either establish that there are satisfactory 
internal controls in respect of cut-off and carry out compliance tests to ensure that these 
controls are functioning properly or carry out appropriate substantive tests. An obvious 
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way in which accounts can be manipulated is for purchase invoices in respect of goods 
purchased shortly before the year end to be held over and entered in the following 
accounting period. The goods will be included in stock, but the purchases will not be 
included in the accounts as either a liability or a charge. Similarly, the profits and assets can 
be inflated by including goods that have been sold, but not yet despatched, in both stock 
and sales. Tests should be carried out between the purchase invoices, goods inward records 
and store records on the one hand, and the sales invoices, goods outward records and store 
records on the other, to ensure that there is consistency in treatment. 

Cut-off manipulation was an important feature in which the auditors of Thomas 
Gerrard & Son Ltd. (1967) were held to have been negligent. The auditors’ negligence arose 
primarily from their failure to follow up the alterations of the purchase invoices. 


3.5.6 Statistical Sampling 


Auditors have long considered it sufficient in given circumstances not to check all the items 
within any section of the work, but to test them to satisfy themselves whether they may 
consider the whole group as being satisfactory for their purposes. This is based upon the 
assumption that, subject to special circumstances such as beginning or end of period test, 
the number of samples tested are sufficiently indicative of the accuracy or otherwise of the 
whole group. 

The use of this method in practice does not require a detailed mathematical or statisti- 
cal knowledge of the formulae on which the actual tests are based. Sets of tables are avail- 
able which, on having decided the degree of confidence, the auditor wishes to place in the 
result and the accuracy he desires he can consult, and the amount of the tests to be carried 
out is specified. 


Procedures for application of statistical sampling 
When statistical sampling is to be applied to a certain section of the audit, the procedure to 
be undertaken is as follows: 
1. The nature of the unit and the field of population should be carefully defined, as any 
indefinite items wrongly included will vitiate the usefulness of the test. 


2. The precise nature of the attributes to be tested should be defined, such as errors or 
authentication signatures, or if the sample is in respect of variables the data must be 
examined to determine the basic figures to be applied. 

3. The population should be broadly examined to ascertain whether any stratification 
will be necessary. 

4. The level of confidence and precision limits should be fixed in accordance with the 
auditor’s judgement. 

5. In accordance with the auditor’s judgement as mentioned earlier, the sampling 
tables should be consulted giving the sample size in the case of attributes; where 
variables are concerned, a preliminary sample may be necessary. 

6. Random digit tables should be consulted showing the items to be selected for exami- 
nation. 

7. The test should be evaluated comparing the result obtained with the predetermined 
acceptance or rejection levels. 
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8. Where the sample is accepted, the auditor must ensure that the results are properly 
recorded so that if he is called upon to prove that he has applied due care, skill and 
diligence to the work, he may be able to show his confidence to have been rightly 
placed. 


3.5.7 Surprise Checking 


‘Surprise checking’ means audit verification on a non-routine and surprise basis. Usually 
the routine checking plan of the auditor as well as its timing is known to the client. As a 
result, the client’s staff try to cover up incompleteness in the books and records before the 
visit by the auditor. However, surprise check, as a part of normal audit procedure, signifi- 
cantly enhances the effectiveness of an audit. For carrying out surprise check, the auditor 
visits the client’s office without prior intimation and verifies certain specific matters, the 
regularity of which is vital for audit. For example, the correctness of cash balance in hand is 
immensely important because of the nature of this asset. It is the general experience that 
irregularities and fraud are facilitated when books and records are not maintained system- 
atically and regularly. Many important frauds and errors that are not detected from con- 
tinuous check may be detected through the process of surprise checking. 


Purposes of surprise checking 
In any area of audit verification, the process of surprise checking is applicable. However, 
following are the specific areas, where the process of surprise checking can be effectively 
applied : 
1. For the verification of books of accounts and records, which are maintained in the 
branch offices 
2. For the verification of cash, stock and similar type of assets, which are kept at other 
places 


3. For checking of cash balance on a non-routine basis 
4. For checking of investments on a non-routine basis 


5. For the verification of the regularity of the maintenance of books of accounts, statu- 
tory registers and other important documents 


6. For the physical verification of stock and stores on a non-routine basis 
7. For verification of the operation of any specific internal control procedures 


3.5.8 Audit Flow Chart 


A graphical presentation of different stages of a document, flow of goods or cash, with the 
aid of various symbolic marks, for the purpose of operation and control of audit organisa- 
tion may be termed as ‘audit flow chart’. In other words, it can be described as a map of 
inter-related operations. 

It is arranged specially for indicating the sequence and also the types of operation as a 
part of total unit. Narrative description is replaced by the use of different symbols. The 
symbols are standardised in a greater way and the different interconnecting lines indicate 
the flow direction which is either horizontal or vertical. The reason for the adoption of this 
chart is due to its advantages of making easy to visualise the relationship between different 
parts of the integrated system of the organisation. The need for proper study and evalua- 
tion of internal control system has long been felt. The efficient preparation and introduction 
of the flow chart on a wide basis may fulfil the necessity. 
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Advantages 
1. It acts as an effective tool to study internal control system of the organisation. Thus 
the weaknesses in the internal controls may be revealed by the examination of the 
flow chart. 


2. Identification and location of various responsibility areas of the organisation can be 
made possible from this chart. 

3. It gives a bird’s eye view on the happenings of the business operations and areas 
where more control needs to be emphasised. 

4. It can depict a situation relating to accounting and auditing system in a concise and 
simple way. 

5. Itis an important tool through which the training of audit staffs can be facilitated. 

6. This chart can be introduced by the audit managers as a control device for 
their audit operation. 


Disadvantages 

1. It consumes time in preparing this chart. 

2. Itis not possible to have same pattern of flow chart that will be suitable to all types of 
organisations. 

3. It is not possible to accumulate in a flow chart all the activities or operations of an 
organisation in all cases. 

4. Itis very difficult to form a judgement in selecting the level of sub-division that may 
give proper reflection of actual position. 


3.5.9 Internal Control Questionnaires 


Internal control questionnaires now form an important part of any efficiently conducted 
audit. By their use, any system of internal control may be investigated and its weaknesses 
revealed. It is usual to have sets of standardised questionnaires which may be applied, sub- 
ject to modification on any type of audit. 

The procedure employed is to use the standard questionnaire relevant to the various 
sections of a concern on the first occasion. These are completed by staff on the job and are 
thereafter examined by the manager in charge. Points of lesser importance may be dealt 
with and questions inapplicable to the job eliminated. In conjunction with the questionnaire 
an audit programme for the job may be prepared. This does not signify that the audit 
cannot be commenced until the questionnaire has been dealt with or a standard form of 
programme will have been already in use. 

Such questionnaires have already been proved to save much time in audit planning 
and do much to ensure that no aspect of the work is overlooked from the point of view of 
the audit. On the first occasion a greater amount of work will be involved than on subse- 
quent audits, as it is necessary to investigate the whole system of control; thereafter checks 
may be made to ensure that the system is being adhered to. Where changes in the system 
are deemed necessary, the auditor should request modification, but in any case he should 
be able to discover any such alterations, and no doubt the questionnaire should be updated 
from time to time. 
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3.5.10 Audit Tests 


Audit tests are of two types: 
e Compliance test e Substantive test 


Compliance test 


A compliance test is a test which seeks to provide audit evidence that internal control pro- 
cedures are being applied as prescribed. 


Examples 


(a) Checking for authorisation on a credit note. This should confirm that all credit notes are suit- 
ably authorised before being issued. 


(b) Checking for the casting stamp on a purchase invoice. This should confirm that all invoices 
are cast before being paid. 


Substantive test 

A substantive test is a test of a transaction or balance which seeks to provide audit evidence 
as to the completeness, accuracy and validity of the information contained in the account- 
ing records or financial statements. 


Examples 
(a) Circularisation of letters to debtors to confirm the accuracy of the balance on the sales 
ledger. 
(b) Matching a purchase invoice with the original order and goods received note to confirm that 
the purchase is bonafide. 


POINTS TO PONDER 


e The auditor should follow the appropriate audit procedure and adopt different 
techniques of auditing. On the basis of his assessment of the accounting system and 
evaluation of the internal controls, the auditor will draw up an audit programme specially 
designed for that particular audit. 

e For effective audit planning and for designing appropriate audit programme, the auditor 
should prepare himself before the commencement of his audit work. For this purpose, he 
should take a number of preparatory steps. 


e Audit planning is the process of deciding in advance what is to be done, who should do it, 
how it should be done and when it should be done by the auditor in order to have effective 
and efficient completion of audit. 

e Audit programme is a detailed plan of work, prepared by the auditor for carrying out an 
audit. It comprises a set of techniques and procedures, which the auditor plans to apply to 
the given audit for forming an opinion about the statement of accounts of an organisation. 
Audit programme can be of two types: predetermined audit programmne and 
progressive audit programme. 

e Audit note book is a bound book in which a large variety of matters observed during the 


course of audit are recorded. It is of great value to the auditor at the time of preparing the 
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audit report. In case a charge of negligence is filed against the auditor, a note book may 
prove to be good evidence. 

Audit working papers kept by the auditor are the written records of the evidence 
accumulated during the course of audit. As the working papers are prepared in respect of 
the client’s business, they should be treated as top secret and should be preserved 
carefully. 


Audit file maintains different audit documents. Audit file is generally of two types: 
permanent audit file and temporary audit file. 

Audit manual is a written internal document, which provides different information 
regarding detailed auditing procedure. It is prepared for the general guidance of the 
auditors with the object of planning the procedure of audit. 

An audit memorandum is a statement containing all useful information regarding the 
business of the client. It indicates the method of operation, policies of different aspects of 
the business as well as the conditions in respect of audit. 

Principles of auditing refer to fundamental consideration that sustain the function of 
auditing and direct its activities. On the other hand, auditing techniques refer to the 
methods and means adopted by an auditor for collection and evaluation of audit evidence 
in different auditing situations. Audit techniques may vary from organisation to 
organisation depending upon the nature of the business, but the principles of auditing 
will remain the same irrespective of the nature of the organisation. 

The techniques, which are followed in order to collect proper evidence in support of the 
transactions recorded in the books of accounts, are termed as the techniques of auditing. 
Important techniques usually adopted by the auditors include vouching, physical 
verification, reconciliation, confirmation, re-computation, scanning, scrutiny and inquiry. 
The term ‘evidence’ includes all influences on the mind of an auditor, which affect his 
judgement about the truthfulness of the propositions submitted to him for review. 
Methods of obtaining audit evidence include inspection, observation, inquiry and 
confirmation, re-computation and analytical review. 

Routine checking is concerned with ascertaining the arithmetical accuracy of casting, 
posting and carry forwards. It is an important part of audit and deserves equal emphasis 
from the auditor as do other techniques of audit. 

Test checking is a method of auditing, where instead of examination of all the transactions 
recorded in the books only some of the transactions are selected and verified. Its basic 
objective is to draw a valid conclusion by undertaking examination of some transactions 
from the large number of transactions and thereby save both time and cost. 

Auditing in depth is a technique, which assists the auditor in conducting test checking. In 
this technique, a few selective transactions are subjected to a thorough scrutiny for 
arriving at the accuracy of the data. 

Cut-off examination refers to the procedure adopted to ensure the separation of 
transactions as at the end of one accounting year from those at the commencement of the 
following year, especially for those items which may overlap. 

Surprise checking means audit verification on a non-routine and surprise basis. Many 
important frauds and errors that are not detected from continuous check may be detected 
through the process of surprise checking. J 
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e Audit flow chart can be described as a map of inter-related operations. It makes easier to) 


visualise the relationship between different parts of the integrated system of an 
organisation. 

Internal control questionnaires form an important part of an efficiently conducted audit. 
Such questionnaires save much time in audit planning and do much to ensure that no 
aspect of the work is overlooked from the viewpoint of audit. 

Audit tests are of two types: compliance test and substantive test. A compliance test is a 
test which seeks to provide audit evidence that internal control procedures are being 
applied as prescribed. On the other hand, a substantive test is a test of a transaction or 
balance which seeks to provide audit evidence as to the completeness, accuracy and 
validity of the information contained in the accounting records or financial statements. J 


REVIEW QUESTIONS 


Short-answer Questions 


1. 


g eN 


Test checking is based on presumption. What is that presumption? 
What is audit memorandum? 

What is audit manual? 

Discuss the importance of surprise check. 

Distinguish between principles of auditing and techniques of auditing. 


Essay-type Questions 


1. 


What are the considerations to be kept in mind by an auditor before commencement of an 
audit? 


. What is audit programme? Discuss the advantages and disadvantages of conducting an 


audit according to a predetermined audit programme. How can these disadvantages be 
overcome? 

How is an audit programme prepared? State the objectives of audit programme. What are 
the steps to be followed in drawing an audit programme? 

What are audit files? What are the contents of audit files? What are the advantages of audit 
files? 

What is an audit note book? What purpose does it serve ? What are the contents of an audit 
note book? 


What are audit working papers? What are its objectives? Discuss the essential characteristics 
of a good working paper. Who can claim the ownership of those papers? 

What is routine checking? What types of work are included in routine checking? What are 
the objectives of routine checking? Describe the advantages and disadvantages of routine 
checking. Discuss the duties of an auditor in this regard. 

What is test checking? In what circumstances test checking factors are to be considered be- 
fore resorting to test checking? What are the advantages and disadvantages of test checking? 
Discuss the duty of an auditor in this regard. 
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9. What is auditing in depth? Discuss the advantages and disadvantages of this audit tech- 
nique. 
10. Discuss briefly the methods of obtaining audit evidence. In this context, state what do you 
mean by ‘compliance test’ and ‘substantive test’. 


11. What do you mean by techniques of auditing? Discuss the various techniques adopted by an 
auditor in the course of his audit work. 


CHAPTER 4 


Internal Control, 
Internal Check 
and Internal Audit 


CHAPTER OUTLINE 
4.1 Introduction 4.5 Auditor's Independence 
4.2 Internal Control 4.6 Distinction between Internal 
4.3 Internal Check Control and Internal Audit 
4.4 Internal Audit 4.7 Distinction between Internal Check, 


Internal Audit and Internal Control 
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4.1 


4.2 


INTRODUCTION 


An auditor must ensure that he fully understands the enterprise with which he is dealing 
before he determines his basic approach to an audit. He must familiarise himself with its 
organisation and comprehend the nature of the business. He must also ensure that he has 
thoroughly grasped any technicalities peculiar to the business. Only then will he be in a 
position to comprehend and identify the transactions which are being recorded in the 
accounting records and in relation to which the internal controls will be operating. 


Formerly, business systems were usually installed with the object of getting work done 
by the cheapest and quickest methods available, but whilst these objects have not been lost 
sight of, it has been realised that establishment of the piecemeal methods of uncoordinated 
work process is ultimately neither cheap nor efficient. Overall planning is necessary to 
establish a flow of work through the whole business, enabling it to run smoothly and effi- 
ciently and with the added requirement that its assets shall be safeguarded at the same 
time. 

This overall planning and its practical operation is included under the title of internal 
control which is established by the management. Although the auditor in his role as an 
auditor has no right to practice any particular method of control to be operated, he is virtu- 
ally concerned with it, as the efficiency or otherwise of the internal control will greatly 
influence the auditor’s method of working. 


INTERNAL CONTROL 


4.2.1 Definition 


Internal control refers to the various methods and procedures adopted for the control of 
production, distribution and the whole system (financial and non-financial) of the enter- 
prise. 

In other words, internal control system—the whole system of controls, financial or oth- 
erwise, established by the management in order to carry on the business of the enterprise in 
an orderly and efficient manner— ensures adherence to management policies, safeguards 
the assets and secures as far as possible the completeness and accuracy of the records. 

The special report on internal control of the American Institute of the Certified Public 
Accountants and its statements on auditing procedures contain the following definition of 
internal control: “Internal control comprises the plan of organisation and all the coordi- 
nated methods and measures adopted within a business to safeguard its assets, check the 
accuracy and reliability of its accounting data, promote operations efficiency and encour- 
age employees to follow prescribed managerial policies.” 

In the opinion of W. W. Bigg, “internal control is best regarded as indicating the whole 
system of controls, financial or otherwise, established by the management in the conduct of 
a business including internal check, internal audit and other forms of control.” 

So, on the basis of above definitions, it may be stated that a system of internal control 
provides a measure for the management to obtain information, protection and control 
which are quite important for the successful working of a business organisation. 


Internal Control, Internal Check and Internal Audit D 


4.2.2 Basic Elements of Internal Control 


An effective system of internal control should have the following basic elements: 


1. Financial and other organisational plans This may take the form of a manual suit- 
ably classified by flow charts. It should specify the various duties and responsibilities of 
both management and staff, stating the powers of authorisation that reside with various 
members. This is important as in the event of staff absence or otherwise the correct flow of 
work and the internal control system could be vitiated by the wrong implementation of 
procedures by staff either innocently or willfully. 


2. Competent personnel Personnel are the most important element of any internal con- 
trol system. If the employees are competent and efficient in their assigned work, internal 
control system can be operated effectively even if some of the other elements of internal 
control system are absent. 


3. Division of work This refers to the procedure of division of work properly among the 
employees of the organisation. Each and every work of the organisation should be divided 
in different stages and should be allocated to the employees in accordance with quality and 
skill. 


4. Separation of operational responsibility from record keeping If each department 
of an organisation is being assigned to prepare its own records and reports, there may be a 
tendency to manipulate results for showing better performance. So, in order to ensure reli- 
able records and information, record-keeping function is separated from the operational re- 
sponsibility of the concerned department. 


5. Separation of the custody of assets from accounting To protect against misuse of 
assets and their misappropriation, it is required that the custody of assets and their ac- 
counting should be done by separate persons. When a particular person performs both the 
functions, there is a chance of utilising the organisation’s assets for his personal interest and 
adjusting the records to relieve himself from the responsibility of the asset. 


6. Authorisation Under the internal control system, all the activities must be authorised 
by a proper authority. The individual or group which can grant either specific or general 
authority for transactions should hold a position commensurate with the nature and sig- 
nificance of the transactions and the policy for such authority should be established by top 
management. 


7. Managerial supervision and review The internal control system should be imple- 
mented and maintained in conformity with the environmental changes of the concern. By 
adapting any specific control system permanently, the extent to which the procedures of 
flexible controls have been followed in real practice should be observed and re-examined. 


4.2.3 Objectives of Internal Control 


Internal control is of fundamental importance to the auditor, because before he can plan the 
tests he intends to carry out in his audit programme, he must decide the extent to which he 
intends to rely on the system of internal control. But before depending upon the internal 
control system of the organisation, the auditor should ensure himself that the following 
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objectives of internal control as per AAS-6 is achieved by the organisation: 


Proper authorisation Transactions are executed with management's general and spe- 
cific authorisation. 


Prompt recording of transactions All the transactions are promptly recorded in the 
correct amount in the appropriate accounts and in the accounting period in which they are 
executed so as to permit preparation of financial information within a framework of recog- 
nised accounting policies and to maintain accountability of assets. 


Restricted access to assets Access to assets is permitted only in accordance with man- 
agement’s authorisation. 


Actions against deviations The recorded accountability for assets is compared with 
the existing assets at reasonable intervals and appropriate action is taken with regard to any 
differences. 


4.2.4 Types of Internal Control 


Internal control can be categorised as follows: 


1. Organisational 
An enterprise should have a plan of organisation which should (a) define and allocate 
responsibilities (every function should be in the charge of a specified person who might be 
called the responsible official) and (b) identify lines of reporting. 

In all cases, the delegation of authority and responsibility should be clearly specified. 
An employee should always know the precise powers delegated to him, the extent of his 
authority and to whom he should report. 


2. By segregation of duties 


(a) Noone person should be responsible for the recording and processing of a complete 
transaction. 


(b) The involvement of several people reduces the risk of intentional manipulation or 
accidental error and increases the element of checking of work. 


(c) Functions for a given transaction which should be separated include initiation, 

authorisation, execution, custody and recording. 
3. Physical 

(a) This concerns physical custody of assets and involves procedures designed to limit 
access to authorised personnel only. 

(b) Access can be direct or indirect. 

(c) These controls are especially important in case of valuable, portable, exchangeable 
or desirable assets. 


4. By authorisation and approval 

All transactions should require authorisation or approval by an appropriate person. The 
limits to these authorisations should be specified. For example, all credit sales must be 
approved by the credit control department or all overtime must be authorised by the works 
manager. 
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5. Arithmetical and accounting 

(a) These are the controls in the recording function which check that the transactions 
have been authorised, that they are all included and that they are correctly recorded 
and accurately processed. 

(b) Procedures include checking the arithmetical accuracy of the records, maintenance 
and checking of totals, reconciliation, control accounts, trial balances, accounting for 
documents and preview. Preview refers to the procedure in which before an impor- 
tant action involving the company’s property is taken, the person concerned should 
review the documents available to see that all that should have been done has been 
done. 


6. By personnel 

(a) Procedures should be designed to ensure that the personnel operating a system are 
competent and motivated to carry out the tasks assigned to them, as the proper func- 
tioning of a system depends upon the competence and integrity of the operating per- 
sonnel. 

(b) Measures include appropriate remuneration, promotion and career development 
prospects, selection of people with appropriate personal characteristics and training 
and assignment of tasks to the right level. 


7. By supervision 
All actions by all levels of staff should be supervised. The responsibility for supervision 
should be clearly laid down and communicated to the person being supervised. 


8. By management 
(a) These are controls, exercised by management, which are outside and over and above 
the day-to-day routine of the system. 
(b) They include overall supervisory controls, review of management accounts, com- 
parison with budgets, internal audit and any other special review procedures. 


Advantages 
The various advantages that may be derived from internal control system are summarised 
as follows: 


1. Identification of defects Under internal control system, the total activities are segre- 
gated in such a way that the work preformed by one employee is automatically checked by 
another employee. So, if there is any defect in the system, it is easily detected. 


2. Flexibility In this system, year-wise comparative analysis is done. So, if there is any 
change in the mode of operation, the changes in the system can easily be accommodated. 
Therefore, the opportunity for flexibility is available. 


3. Time savings Ifthe internal control system is in operation in an organisation, there is 
no need for the preparation of separate audit programmes for each and every audit engage- 
ment. Thus it saves time to a great extent. 


4. Lesser risk of omission Under this system, the total work is sub-divided into a 
number of activities and each employee is assigned with a particular type of activity. So, 
there is least chance of oversight or omission of any matter. 
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5. Provision for training facility Due to lack of adequate experience, the auditor may 
face difficulty in establishing a close relationship between audit programme and the inter- 
nal control system. This system itself provides training facilities to auditors to overcome 
this difficulty. 


Disadvantages 


It is also important to appreciate the following inherent limitations of internal control sys- 
tem: 


1. Chances ofhumanerror The possibility of human error due to carelessness, mistakes 
of judgment or the misunderstanding of instructions may make the system ineffective. 


2. Cost Management’s usual requirement is that a control procedure should be cost-ef- 
fective. But in many cases, the cost of internal control procedure will not be proportionate to 
the potential loss due to fraud and error. 


3. Ignorance of unusual activity Itis a fact that most of the internal control techniques 
are directed towards anticipated types of transactions and not on unusual transactions. 


4. Collusion There may be the possibility of circumvention of controls through collusion 
with parties outside the entity or with employees of the entity. 


5. Abuse of responsibility It may happen that a person responsible for exercising con- 
trol abuses his responsibility. 


6. Rigidity There is the possibility that the system may become inadequate due to 
changes in the conditions, and compliance with procedures may deteriorate. 


4.2.5 Evaluation of Internal Control 


Evaluation of internal controls is fundamental to an audit. It is on the basis of this evalua- 
tion that the auditor will do the following: 

e Determine the nature and extent of his audit procedure, i.e. draw up his audit pro- 

gramme. 

e Draft letters of weaknesses, to draw the attention of the management to inform them 

about the weaknesses of the system. 

Because of its importance, evaluation must be clearly distinguished from the process of 
ascertaining and recording the system. 

Before taking up the work of audit in an organisation, the auditor should ascertain the 
authenticity of the internal control system existing in the organisation. He should evaluate 
the control system in order to determine whether he would depend on the internal control 
system or not and if so, to what extent he would depend on it. 

The auditor himself should determine the process or procedure applying his own 
knowledge and judgment in the context of nature and size of the organisation under audit. 

The auditor, while evaluating the system of internal control, should consider the fol- 
lowing matters. 

e Whether the basic principles of internal control, which is prevailing in the organisa- 

tion have been properly followed. 
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e Whether the procedures which are stated from theoretical point of view have been 
properly implemented. 
e After definite interval of time, whether any changes are made in the system of inter- 
nal control in the context of changed circumstances of the organisation. 
On the basis of evaluation on the effectiveness of the internal audit system, the external 
auditor will decide the extent or degree of his reliance on the functioning of the internal 
audit system. 


4.2.6 Internal Control and the Auditor 


The Institute of Chartered Accountants of India in its Statement of Standard Auditing Prac- 
tices (AAS-6) has stated the following. 

“The duty of safeguarding the assets of a company is primarily that of the management 
and the auditor is entitled to rely upon the safeguards and internal controls instituted by 
the management, although he will of course take into account any deficiencies he may find 
therein, while drafting his programme.” 

So far as the auditor is concerned, the examination and evaluation of internal control 
system is an indispensable part of the overall audit programme. The auditor needs reason- 
able assurance that the accounting system is adequate and that all the accounting informa- 
tion, which should be recorded, has in fact been recorded. Internal control normally 
contributes to such assurance. The auditor should gain an understanding of the accounting 
system and related internal controls and should study and evaluate the operations of these 
internal controls upon which he wishes to rely in determining the nature, timing and extent 
of other audit procedures. 

He can formulate his entire audit programme only after he has had a satisfactory 
understanding of the internal control systems and their actual operations. According to the 
American Institute of Certified Public Accountants, the auditor is required to make a 
proper review of the existing internal control and on the basis of such a review, the auditor 
should determine the resultant extent of the tests to which auditing procedures are to be 
restricted. 


A proper understanding of the internal control system in its control and working also 
enable an auditor to decide upon the appropriate audit procedure to be applied in different 
areas that are covered in the audit programme. In a situation, where the internal controls 
are considered weak in some areas, the auditor might choose an audit procedure on test 
that otherwise might not be required; he might extend certain tests to cover a large number 
of transactions or other items than he otherwise would examine and at times he may per- 
form additional tests for his satisfaction. 

From the above, it can be concluded that the extent and nature of the audit programme 
is substantially influenced by the internal control system in operation. In deciding upon a 
plan of selective checking, the existence and operation of internal control system is of great 
significance. 


4.2.7 Internal Control in Specific Areas of Business 


This section is divided into the areas of activity usually found in a business. At the begin- 
ning of each area are stated the objectives of internal control in the area and some measures 
which will achieve the objectives then follow. 
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1. Internal control in general 


Objectives To carry on the business in an orderly and efficient manner, to ensure adher- 
ence to management policies, safeguard its assets, and secure the accuracy and reliability of 
the records. 


Measures 


An appropriate and integrated system of accounts and records 
Internal controls over those accounts and record 


Financial supervision and control by management, including budgetary control, 
management accounting reports, and interim accounts 


Safeguarding and, if necessary, duplicating records 


Engaging, training, allocating duties to specific staff who are capable of fulfilling 
their responsibilities, rotation of duties and cover for absences 


2. Cash sales and collections 
Objectives 


To ensure that all cash, to which the enterprise is entitled, is received 
To ensure that all such cash is properly accounted for and entered in the records 
To ensure that all such cash is deposited promptly and is intact 


Measures 


Prescribing and limiting the number of persons who are authorised to receive cash, 
e.g. sales assistants, cashiers, etc. 

Establishing a means of evidencing cash receipts, e.g., pre-numbered duplicate 
receipt forms, cash registers with sealed till rolls; the duplicate receipt books should 
be securely held and issue controlled 

Ensuring that customers are aware that they must receive a receipt form or ensuring 
that the amount rung up on the cash register is clearly visible to the customer 
Appointment of officers with responsibility for emptying cash registers at pre- 
scribed intervals, and agreeing the amount present with till roll totals or internal 
registers. Such collections should be evidenced in writing and be initialed by the 
assistant and the supervisor 

Immediate and intact banking; payments should be made from funds drawn from 
the bank on an imprest system 


Investigation of shortage and excesses 

Independent comparison of agreed till roll totals with subsequent banking records 
Rotation of duties and cover for holidays (which should be compulsory) and 
sickness 

Collections by salesmen should be deposited in the bank promptly every day. There 
should be independent comparison of the amounts deposited with records of the 
salesmen 

Persons handling cash should not have access to other cash funds or to sales ledger 
records 


Internal Control, Internal Check and Internal Audit } 


3. Payment into bank 
Objectives 


To ensure that all cash and cheques received is deposited in the bank promptly 

To ensure that all cash and cheques received are deposited without delay at pre- 
scribed intervals, preferably daily 

To ensure that all cash and cheques received are accounted for and recorded 
accordingly 


Measures 


Cash and cheques should be intact 

Cash and cheques should be banked without delay 

The bank paying-in-slip should be prepared by an official with no access to cash col- 
lection points or bought or sales ledger 

Banking should be made with security in mind, e.g. for large cash deposits, security 
guards should be used 

There should be independent comparison of paying-in-slips with collection records, 
post lists and sales ledger records 


4. Cash balances 
Objectives 


To prevent misappropriation of cash 
To prevent unauthorised cash payments 


Measures 


Establishment of cash floats of specified amounts and locations 

Appointment of officials responsible for each cash transaction 

Arrangement of security measures including use of safes and restriction of access 
Use of imprest system with rules on reimbursement only against authorised 
vouchers 

Strict rules on the authorising of cash payments 

Independent cash counts on a regular and a surprise basis 

Insurance arrangements, e.g. for cash balances and fidelity guarantee 

Special rules for IOUs. Preferably these should not be permitted 


5. Cheque payments 
Objective 
To prevent unauthorised payments being made from bank accounts 


Measures 


Control over custody and issue of unused cheque books. A register should be main- 
tained if necessary 

Appointment of an official to be responsible for the preparation of cheques or trad- 
ers credits 
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Rules should be established for the presentation of supporting documents before 
cheques can be made. Such supporting documents may include goods receipt notes, 
orders, and invoices etc. 

All such documents should be stamped ‘paid by cheque no.......... ’ with date 

All cheques should be signed by at least two persons, with no person being permit- 
ted to sign if he is a payee 

No cheques should be made bearer cheques except for the collection of wages or 
reimbursement of cash funds 

All cheques should be strictly crossed 

The signing of blank cheques must be prohibited 

Special rules for authorising and checking direct debits and standing orders must be 
followed 

Separating the duties of custody, recording and initiation of cheque payments 


6. Purchases and trade creditors 
Objectives 


To ensure that goods and services are ordered only in the required quantity and 
quality and at the best terms available after appropriate requisition and approval 


To ensure that goods and services received are inspected and only acceptable items 
are accepted 


To ensure that all invoices are checked against authorised orders and receipts of the 
subject matter in good condition 
To ensure that all goods and services invoiced are properly recorded in the books 


Measures 


There should be procedures for the requisitioning of goods and services only by 
specified personnel on specified forms with space for acknowledgement of perform- 
ance. 


Order forms should be pre-numbered and kept in safe custody. Issue of blank order 
form books should be controlled and recorded. 


All goods received should be recorded on goods receipt notes or in a special book. 


All goods should be inspected for proper condition and agreement with order and 
counted on receipt. The inspection should be acknowledged. 


A listing of unfulfilled orders should be made and investigated at intervals. 


Invoices should be checked for arithmetical accuracy, pricing, correct treatment of 
VAT, trade discount and agreement with order. 

Total of entries in the invoice register or day book should be regularly checked. 
Responsibility for purchase ledger entries should be vested in personnel separate 
from personnel responsible for ordering, receipts of goods and the invoice register. 
The purchase ledger should be subject to frequent reconciliation in total or be 
checked by an independent senior official. 

Ledger account balances should be regularly compared with the supplier’s state- 
ments of account. 
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Cut-off procedures at the year-end are essential. 


A proper coding system is required for purchase of goods and services so that cor- 
rect nominal accounts are debited. 


7. Sales and debtors 
Objectives 


To ensure that all customers’ orders are promptly executed 
To ensure that sales on credit are made only to bona fide goods credit risks 


To ensure that all sales on credit are invoiced, that authorised prices are charged and 
that before issue all invoices are completed and checked as regards price, trade dis- 
counts and VAT 


To ensure that all invoices raised are entered in the books 


To ensure that all customers’ claims are fully investigated before credit notes are 
issued 


To ensure that every effort is made to collect all debts 


Measures 


Incoming orders should be recorded, and if necessary, acknowledged, on pre-num- 
bered forms. Orders should be matched with invoices and lists of outstanding 
orders prepared at intervals for management action. Sequence checks should be 
made regularly by a senior official. 

There should be procedures laid down for verifying the credit worthiness of all per- 
sons or enterprises requesting goods on credit. A credit limit should be established. 
Selling prices should be prescribed. Policies should be laid down on credit term, 
trade and cash discounts and special prices. 


Invoicing should be carried out by a separate department. Invoices should be pre- 
numbered and the custody and issue of unused invoice books controlled and 
recorded. 

All invoices should be independently checked for agreement with customer order, 
with the goods despatched records, for pricing, discounts, VAT and other details. 
All actions should be acknowledged by signature or initials. 

Accounting for sales and debtors should be segregated by employing separate staff 
for cash, invoice register, sales ledger entries and statement preparation. 

Sales invoices should be pre-listed before entry into the invoice register or day book 
and the pre-list total independently compared with the total of the register. 
Customer claims should be recorded and investigated. Similar controls should be 
applied to credit notes. At the end of the year, all unclear claims should be carefully 
investigated and assessed. 

A control account should be regularly and independently prepared. 


All balances must be reviewed regularly by an independent official to identify and 
investigate overdue accounts, debtors paying by instalments, and accounts where 
payments do not match with the invoices. 
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e Bad debts should be written off only after due investigation and acknowledged 


authorisation by senior management. 


e At the year end, an analysis of debtors should be prepared to evaluate the need for a 


doubtful debt provision. 


4.2.8 Internal Control Questionnaire 


An internal control questionnaire is basically a comprehensive list of questions, covering 
every aspect of the client's system, the answers to which will enable the auditor to assess the 
internal controls in operation. To facilitate the assessment, the questions are asked in a form 
whereby the answer ‘yes’ is satisfactory, whereas the answer ‘no’ appears to indicate a 
weakness. 


Basic characteristics of internal control questionnaire 


1. 


2. 


The internal control questionnaires will be drafted as far as possible in a form 
whereby the questions can be answered simply with a “yes/no/not applicable”. 
Though internal control questionnaires are normally in a standardised preprinted 
form for particular types of enterprises, their application to individual clients in a 
skilled matter requires the attention of senior staff. 

The internal control questionnaires will require reviewing and updating at regular 
intervals and on the basis of changing situations amendments are required to be 
made to the system. 


Staff responsible for the completion or review of internal control questionnaires 
should be required to sign and date them. This fixes both the responsibility and indi- 
cates the date the answers to questions were obtained. 

The answers ‘No’ will require attention at the subsequent evaluation stage. They will 
also frequently require cross-reference to systems notes and letter of weaknesses, as 
well as to the internal control evaluation. 


Typical questions to be found in an internal control questionnaire 


1. In 


respect to stocks and work-in-progress 


(a) Are stocks kept in proper storage accommodation which protects them against the 


following risks? 

(i) deterioration 

(ii) access by unauthorised persons 
(iii) other risks (e.g. fire) 


(b) Is there an adequate system in operation in respect of goods received to ensure the 


following? 
(i) That the goods are checked for quantity and quality 
(ii) That the goods are properly mentioned in the records 


(c) Are all stock issues from stores made only against properly authorised requisitions? 


(d) By whom can requisitions be authorised? 


(e) Are bin cards or equivalent records maintained at the stores? 


(f) Are perpetual inventory records maintained in respect of both quantity and value 


for the following items? 


(g) 


(h 


a 


(i) 
6) 
(k) 


(1) 
(m) 


(n) 
(0) 


(p) 
(q) 
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(i) raw materials (iii) finished goods 

(ii) components (iv) consumable stores 

Are store records maintained by persons independent of the following? 
(i) the storekeepers 
(ii) the persons responsible for actually checking the physical stocks 


Are the physical stock quantities regularly counted and reconciled with the stores 
records by persons independent of the storekeepers? Do they state approximate fre- 
quency of reconciliation? 


Are all material discrepancies independently investigated revealed? 

Are stores records amended to agree with actual quantities? 

Are there proper arrangements in operation for writing down stocks that are 

(i) defective, (ii) obsolete or (iii) slow-moving? 

Is the costing system fully integrated with the financial accounting records? 

Is there a sound system in operation for charging direct costs to work-in-progress ac- 
counts? 

Does the system clearly distinguish between fixed and variable overheads? 

Does the treatment of overheads comply with the requirements of generally 
accepted accounting principles? 

Does the system ensure that excess costs are written off and not included in work-in 
progress? 

Has adequate insurance been taken out in respect of the following catastrophe? 

(i) theft, (ii) fire or (iii) other risks (eg. flood) 


2. In respect of fixed assets 


(a) 
(b) 


(c) 
(d) 
(e) 
(£) 


(8) 
h) 


Are registers of fixed assets maintained, showing adequate details of all material 
assets? 

Are regular physical inspections done to ensure the continued existence and to 
confirm the condition of assets by responsible officials other than those who 
(i) maintain registers of fixed assets and (ii) have custody of fixed assets? 

Is there a proper system for distinguishing between capital and revenue expendi- 
ture? 

By whom is capital expenditure authorised? Give details of who may authorise capi- 
tal expenditure, and the precise limits of their authority. 

Is the authorisation of capital expenditure properly evidenced? 

By whom is the sale or scrapping of fixed assets authorised? Give details of who may 
authorise the sale or scrapping of fixed assets and the precise limits of their 
authority. 

Is the authorisation of the sale or scrapping of fixed assets properly evidenced? 
When fixed assets are sold or scrapped, are there controls in force to ensure the 
following? 
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(i) appropriate entries are made in the accounting records and registers 
(ii) receipts for sale are properly accounted for 
(i) Are the rates of depreciation for the major classes of fixed assets adequate? 
(j) Do the rates of depreciation take due account of obsolescence? 
(k) Is the system adequate to ensure the correct calculation of depreciation in respect of 
individual assets? 
(1) Are the balances on the asset register regularly reconciled with the accounting 
records? 

Note: It is difficult to draft a standardised questionnaire of different items of internal con- 
trol, because there are a number of methods of controlling the business internally. 
However, the above illustrative questionnaires have been given to give an idea 
about the internal control questionnaire. 


INTERNAL CHECK 
4.3.1 Definition 


Internal check is an arrangement of the duties of the staff members of the accounting func- 
tions in such a way that the work performed by a person is automatically checked by 
another. 


In the opinion of Spicer and Pegler, “a system of internal check is an arrangement of 
staff duties, whereby no one person is allowed to carry through and to record every aspect 
of a transaction, so that without collusion between two or more persons, fraud is activated 
and at the same time the possibilities of errors are reduced to the minimum.” 

Internal check has been defined by the Institute of Chartered Accountants of England 
and Wales as “the checks on day to day transactions which operate continuously as part of 
the routine system, where the work of one person is proved independently or in comple- 
mentary to the work of another, the object being the prevention or early detection of errors 
or frauds.” 

On the basis of the above definitions, it may be concluded that “internal check is a sys- 
tem where the work is divided amongst the employees in such a manner that no single 
individual is allowed to carry on the whole function from the beginning to the end and the 
work of an individual is being automatically checked by another.” 


4.3.2 General Considerations in Framing a System of Internal Check 


Following factors are required to be considered in framing a system of internal check: 


1. Work assignment No single person should be given the total part of a particular 
work. All dealings and acts of every employee should, in the ordinary course, come under 
the review of another. 


2. Rotation of employees The duties of members of the staff should be changed from 
time to time without any previous notice, so that the same officer or subordinate does not, 
without a break, perform the same function for a considerable length of time. 
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3. Compulsory leave Every member of the staff should be encouraged to go on leave at 
least once in a year. Experience has shown that frauds successfully concealed by the em- 
ployees are often detected when they are on leave. 


4. Separation of inter-related jobs Persons having physical custody of assets must not 
be permitted to have access to the books of accounts. 


5. Uses of mechanical devices To prevent loss or misappropriation of cash, mechanical 
devices such as the automatic cash register should be employed. 


6. Periodicalreview The financial and administrative power should be distributed very 
judiciously among different officers and in such manners that those which are actually 
exercised should be reviewed periodically. 


7. Responsibility Responsibility of each individual must be properly defined and fixed. 
The work of the business should be allocated amongst various staff members in such a 
manner that their duties and responsibilities are clearly and judiciously divided. 


8. Safeguards For stock taking at the end of the year, trading activities should, if possi- 
ble, be suspended. The task of stock taking and evaluation should be done by staff belong- 
ing to several sections of the organisation. It may prove dangerous to depend exclusively 
on the stock section staff for these tasks since they may be tempted to under and/or over- 
state the stock. 


9. Supervision A strict supervision should be exercised to ensure that the prescribed 
internal checks and procedures are fully operative. 


10. Reliance No staff member of the business should be relied upon too much. The 
system must provide for an automatic checking of the work of every employee by another 
employee. 


4.3.3 Objectives of Internal Check 
The objects of internal check system can be set forth as under. 


1. Assigning responsibility To allocate the duties and responsibilities of every em- 
ployee in such a manner that they may be identified and held responsible for a particular 
error or fraud 


2. Minimising error or fraud To minimise the possibility of any error or fraud done by 
any staff member 


3. Detecting errors or frauds To detect errors or frauds easily due to independent 
checking of work done by one employee by another employee 


4. Reducing clerical mistakes To minimise the possibility of omission of any transac- 
tion from being recorded in the books of accounts 


5. Enhancing work efficiency To enhance the efficiency of the staff, as the management 
of duties is based on the principle of division of labour 
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6. Obtaining confirmation To obtain confirmation of facts and entries, physical and 
financial, by the presentation and necessary maintenance of records 


7. Reducing burden of work To reduce the burden of the work of independent auditor 
by introducing the internal check system in a scientific way 


8. Exercising moral pressure To exercise moral pressure on the employees by introduc- 
ing continuous review process of the total system 


9. Ensuring reliability To facilitate business control by ensuring the reliability of 
accounting records and books 


10. Obtaining supervision advantages To obtain the advantages of supervising the 
various assets, inflow and outflow of cash and goods of the business 


Advantages of internal check 
The advantages that can be derived from internal check can be discussed from different 
points of view as follows: 


1. From business point of view 

The advantages from business point of view are as follows: 

(a) Proper allocation of work: Rational allocation of work among the different staff mem- 
bers of the organisation brings precision in work. 

(b) Control device: The distribution of work under this system is such that it acts as a con- 
trol device against unscrupulous employees. The chances of fraudulent manipulation are 
thus minimised due to the existence of this check. 

(c) Speedy work: As the individual staff is engaged in the same type of jobs for a consider- 
able period of time, it results in the efficient performance of the activities and high speed of 
work. 

(d) Increase in efficiency and skill: A good system of internal check increases the efficiency 
of work among the staff due to its proper planning for assigning the right job to the right 
person. 

(e) Easy preparation of final accounts: Since no individual worker is allowed to handle a job 
completely and the work is divided among the employees in a proper manner, the books of 
accounts can be kept up to date; as a result, the final accounts can be prepared easily. 

(f) Creation of moral check: Knowledge of subsequent checking of each employee's work by 
another acts as a great check to commission of errors and frauds. 


2. From the owner’s point of view 


(a) Reliability on accounts: If there is a good system of internal check, the owner of the con- 
cern may rely upon the genuineness and accuracy of the accounts. 

(b) Orientation of accounting: As the responsibility of each staff is clearly defined and 
fixed, it develops a system of accounting which is known as responsibility accounting. 

(c) Economical operation: Although it seems that the introduction of well-integrated sys- 
tem of internal check is costly, in actual practice it is observed that the staff patterns are so 
arranged that the existing staff be properly filled in different operating areas involving no 
extra cost. 
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3. From the auditor’s point of view 


(a) Facilitation of audit work: Sound and efficient internal check system may facilitate to a 
greater extent, the work of the auditor by relying on ‘test check’. 

(b) Attention to other important matters: As the auditor gains confidence on the internal 
check system, he can avoid the basic routine checking work to some extent and can give 
attention to other important matters. 


4.3.4 Shortcomings of Internal Check System 


Dependence on each other proves fatal in the quick disposal of the work. If one person is 
absent, the day-to-day work will be seriously disrupted. This is the main shortcoming of the 
internal check system. 


Following are some more shortcomings of internal check system: 


1. Monotony Involvement in the same kind of work may result in monotonous attitude 
on the part of the person who is engaged in the same type of job. 


2. Carelessness The possibility of some of the responsible and high level officials being 
complacent increases, as they believe (though it is not always right) that under a sound sys- 
tem of internal check nothing can go wrong. 


3. Collusion The real purpose of the internal check is bound to fail if collusion among the 
staff exists in disguise. 


4. Limited application The application of this system is limited only in big organisa- 
tions. Its application in small organisations may result in loss of time and cause unneces- 
sary expenditure. 


5. Dependence Statutory auditors in almost all cases rely on the internal check system. 
Accordingly they apply test check and not a thorough check. 


6. Possibility of disorder In the absence of a properly organised system of internal 
check, there will be chaos and disorder in the working of a business. 


4.3.5 Safeguard Against the Shortcomings of Internal Check 


The advantages of the internal check system outweigh its disadvantages. Hence the wide 
acceptability of the system in the conduct of an audit is appreciated. The stated defects of 
the system, however, may be overcome if the management is careful in its effective 
implementation. The payment of proper incentives to staff may remove the carelessness of 
the staff to a great extent. The monotony of a job may be avoided by inter-departmental 
transfer of the employees. Regarding the collusion, it can be stated that the whole system is 
bound to fail if the morality of the employees deteriorates. General punishments like fine, 
termination of service etc. may temporarily check collusion, but without upgrading the 
morality of the staff, it is not possible to stop collusion permanently. 


4.3.6 Internal Check and the Auditor 


The basic responsibility of the auditor is to certify the fairness and authenticity of the 
accounts of the business. For this, the auditor is expected to discharge his duties in such a 
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way as would reveal the actual state of affairs of the business. It is true that an efficient sys- 
tem of internal check can make his work easy and convenient. He may be relieved of 
detailed checking of the transactions. But to what extent an auditor should depend on the 
system of internal check is solely a matter of his own discretion. Though the auditor 
conducts the examination of the accounts independently, he has to depend a lot on the 
system of the business. Because it becomes practically impossible for the auditor to conduct 
the examination of accounts thoroughly after the close of the financial accounts. 

Where the system of the internal check is not in operation, it is desirable that the auditor 
should adopt the detailed checking of transactions irrespective of the type of organisation 
and the volume of transactions. In order to save his time, if he adopts the method of test 
checking of few transactions and if errors and frauds are detected later on, the auditor will 
be held responsible. But where the internal check system is in operation and for this where 
detailed checking is not necessary, in that case to what extent the auditor would depend on 
internal check system is a matter of consideration. 


If through review the auditor thinks that the system of internal check is adequate and 
free from errors he can depend on the system, and instead of detailed checking he can 
resort to test checking. But if he observes any weakness in the system, he should not depend 
on this and conduct his work extensively and in detail. 

So, the auditor is expected to apply proper judgement with reasonable care and skill to 
appraise the system. Thus, he has to determine to what extent he would depend on internal 
check system. Hence, it is clear that the internal check system does not reduce the liability of 
the auditor. 


4.3.7 General Principles of Internal Check for a Few Transactions 


Aspects like cash sales, cash receipts, cash payments, payment of wages, credit purchases, 
credit sales, stores, and material wastage form important parts in the procedure and con- 
duct of an audit. These matters are important in the sense that fraudulent manipulations or 
frauds and errors in those areas are bound to prevail unless there exists an efficient system 
of internal check as regards the above. So, the principles of internal check as regards the 
stated areas are detailed in the following paragraphs. It should be noted in this context that 
the application of the principles in actual practice depends upon the nature and size of the 
organisation as well as in relation to the concept of materiality. 


1. Internal check as regards movement of materials 

Each and every organisation may have to preserve and maintain the stores of different 
kinds, viz. finished goods, semi-finished goods and the raw materials, in a proper way. As 
such, there should be a strict control over these items in order to safeguard against pilfer- 
age, theft or misuse. A suitable system of internal check should be devised for stores to 
ensure correct records, prevent theft and to reduce wastage. The system of internal check to 
be introduced in this respect may be outlined as follows: 


(a) Receipts of goods in stores 
(i) Store should be located at a convenient place. It should have an adequate storage fa- 
cility, so that the goods may not be wasted or misplaced or misused. 
(ii) The storekeeper will submit the requisition to the purchase department in order to 
purchase the necessary goods and store them. 
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(iii) On receipt of the goods purchased, the storekeeper will prepare a goods received 
note in triplicate—one for purchase department, one for accounts department and 
third for the stores department itself. 


(iv) The goods received should be recorded in goods inward book by the accounts 
department and in the Bin card by the stores department. 


(v) After the receipt of goods, they should be properly inspected before they are placed 
in stores. 


(b) Delivery of goods from stores 


(i) In order to issue different types of stores to the different departments, the proper 
requisition should be submitted on behalf of the departmental authority. 


(ii) For sale of goods, unless the delivery orders are received from the sales department, 
goods will not be sent to the customers. 


(iti) Requisition forms of different colours should be used for different departments. 


(iv) The goods, which are to be issued from stores, should be recorded in goods outward 
book. 


(v) If any goods are returned to stores, a goods return note is to be prepared and 
recorded in that book. 


(c) Accounting of store movements 
(i) Responsibility for accounting of stores should be assigned to an efficient accountant. 
(ii) For each type of goods, separate store ledgers should be maintained. 
(iii) For accounting of movement of stores of each item, bin card should be used. 


(iv) After a fixed interval of time, the store ledger should be verified with the bin card in 
order to find out discrepancies, if any. 


(d) Counting and maintenance of stores 


(i) For each type of stores, a separate list is to be prepared. The list should incorporate 
the quantity of goods, rate of acquisition and the actual value. 


(ii) An employee, who is not in relation with the maintenance of stores, should be 
entrusted with the counting of stores. 


(iii) For counting various types of stores, separate employees are to be engaged. 


(iv) The task of recording the rate of valuation of stores and the actual value in the 
proper column of the stock sheet should be assigned to a responsible employee. 


(v) Those who prepare the stock sheets should put their signature on it. The counting 
and addition of the stock sheet should be verified by a separate employee. 


(vi) After verifying thoroughly, the stock sheet should be signed by higher officials. 


(e) Preservation of stores 
(i) A separate but proper place should be earmarked for each type of stock. 
(ii) A separate code number should be used for different classes of stocks. 
(iii) The stock should be frequently counted and checked by a responsible official, who 
should also compare the bin cards with the stores ledger. 
(iv) If there is any difference between actual stock and the stock as shown in books, it 
should be adjusted or written off with the approval of the proper authority. 
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(v) Stock taking should be conducted at the end of the period or at irregular intervals 
during the period, if necessary. 
(vi) A responsible official should examine whether proper security measures have been 
adopted for the preservation of stores. If any defect or drawback is found in the sys- 
tem, it should be brought to the notice of the appropriate authority. 


2. Internal check as regards to wage payments 


The system of internal check for wages should be devised in a careful and planned way, 
especially in a manufacturing concern. Usually, wages are paid to the workers on the basis 
of time spent by each worker in the production process. So, correct recording of time is 
essential for the purpose of determining proper wages. For the purpose of efficient control 
over the payment of wages, a separate wage department headed by responsible official of 
the organisation should be there. 

For the purpose of recording correct time and to avoid frauds and errors, different time 
recording devices are used. To implement the effective internal check system for wage pay- 
ment, it is suggested that the following system be introduced. 


(a) Maintenance of wage records 


(i) Time work recording: Workers are paid their wages normally on the basis of time. Thus 
the time spent by each worker should be correctly recorded in the time record-book and for 
this purpose the following methods are used: 

e Time Recording Clock: At the time of entering into the factory the worker puts his 
entry card in the slot of time recording clock, kept at the entry of the gate. The clock 
records the date and the actual time of his entry in the factory. At the time of leaving 
the factory, he has to put his card in the slot of the clock again for recording his 
actual time of departure. 


e Brass Metal Token: Under this system, each worker is given a brass metal token 
duly numbered. The workers at the time of entering into the factory put their respec- 
tive token in the appropriate place of the board. On the basis of this token, the time- 
keeper records the attendance of the worker in the attendance register. 

e Attendance Card: Here, the workers are given attendance cards. At the time of 
entering into the factory, the workers put their attendance cards in the box kept near 
the gate. The gatekeeper collects the same for the purpose of recording time in the 
attendance register. 


(ii) Piece work recording: When the workers are paid on the basis of work performed, they 
are provided with cards known as ‘job cards’ which contain all information relating to 
workers and their jobs, viz the name of the worker, nature of work allotted, the volume of 
work done and the wage or job rate. This card is checked by the piecework reviewer along 
with the quality and quantity of goods. This card helps in the preparation of wage sheet. 


(iii) Overtime recording: The question of payment for overtime to workers arises only 
when it is sanctioned by the proper authority. The overtime slip is to be given to each 
worker, who has been allowed to do the same. This slip contains various information, viz. 
the name of the workers, details about the job and the rate at which wages are to be paid. 
The overtime record should be maintained separately and it should be passed either by 
foreman or by the works manager. After that, the slip should be sent to the accounts depart- 
ment for the preparation of wage sheet. 
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(iv) Pass-out recording: Normally the workers are not allowed to leave the factory during 
the hours of work. Sometimes the workers are compelled to leave the factory during the 
working period on some personal grounds. In that case, pass-out slips are to be issued to 
the workers. Two copies of the slip are prepared. The original copy is to be handed over to 
the workers who at the time of leaving the factory hand over the same to the gatekeeper and 
the other copy is to be sent to the wage department for the preparation of wage sheet. 


(b) Preparation of wage sheets 


The preparation of wage sheets should be done by a separate department. This work 
should be assigned to a number of employees of the wage department to minimise the 
irregularities. Information regarding attendance is available from the attendance registers, 
job cards, overtime ships, pass-out ships etc. For time workers and piece workers, separate 
wage sheets should be prepared. 

All essential particulars should be entered in the wage sheet, which should have separate 
columns for 


(i) Name of the worker (v) Applicable rate of wages 

(ii) Identification number alloted (vi) Total amount of wages payable 
and the department in which he (vii) Bonus entitlement, if applicable 
is working (viii) Overtime wages, if any 


(iii) Total time worked in the produc- 


j (ix) Deductions 
tion process 


fay Deleon wardens (x) Net amount of wages payable 


The total process of wage sheet preparation can be divided into different parts to be 
done by separate staff of the wage department. This process can be implemented in the 
following ways: 

(a) An employee of the department should examine the time and piece wage records, 
overtime records and other statements relating to wage payment. 

(b) One employee should prepare individual worker’s statement of wage payment. 

(c) Another employee should check the calculations and deductions. 

(d) One other employee should check the whole work thoroughly. 


(e) All the employees involved in the process should put their initials on the wage 
sheets and finally the wages sheets should be forwarded to the cash department for 
payment by some responsible official. 


(c) Payment of wages 
(i) The employees associated with the preparation of wage sheets must not be given the 
assignment of making payment of wages to avoid collusion between them. 
(ii) On receipt of wage sheets from the wage department, the chief cashier makes neces- 
sary arrangements with the bank for the withdrawal of necessary cash for payment. 
(iii) Each worker, who is to receive the wages, should be present personally. Thumb 
impression may be taken as an evidence of wage receipt by the workers. 
(iv) The foreman or the concerned officer of each department should be present at the 
time of payment to identify the worker. 
(v) Proper arrangements should be made with regard to unclaimed wages. 
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(vi) Advances to the workers should be discouraged, and if it becomes unavoidable, 
they should be given and these should be deducted later on from the wages of the 
respective workers. 


3. Internal check system as regards to purchase 

Purchases are of two types—cash purchase and credit purchase. The internal check as 
regards cash purchase is quite simple in comparison with credit purchase. The internal 
check as regard cash and credit purchases is elaborated as follows: 


(a) Purchase requisition No purchase should be made without purchase requisition 
slip issued by the stores department. The procedure for issuing purchase requisitions 
should be specified. The details about the quantity, quality and the time by which the goods 
must be supplied must be clearly mentioned in the requisition slip. 


(b) Enquiry for purchase In order to purchase the required item, the purchase depart- 
ment makes an enquiry about the terms and conditions of purchases from different suppli- 
ers. For this purpose, tenders are generally invited and usually tenders having the lowest 
price are accepted. 


(c) Purchase order The purchase manager or any other authorised officer of the organi- 
sation should be entrusted with the sole authority to issue purchase order. One original and 
other three copies of the order should be prepared. The original purchase order is to be sent 
to the supplier. The first copy should be sent to the stores department; the second copy to 
the accounts department and the last copy is to be retained by the purchase department for 
reference. 


(d) Receipts of goods All the goods received from the supplier are to be checked as per 
the copy of the purchase order and the challans of the suppliers. Goods receipt register is to 
be maintained for the purpose of recording the receipts of the goods after proper inspection 
regarding their quantity and quality either at the stores department or any centralised 
godown of the concern. All invoices received from the supplier are to be entered in the 
purchase day book after proper scrutiny. 


(e) Making payment The purchase department should thoroughly check the invoices 
and send the same to the accounts department for payment. The accounts department 
should compare the invoice with the purchase order and should also check the calculations. 
Only responsible officials should draw cheque for the payment of invoice, which are to be 
marked as ‘PAID’ after payment. All payments are to be made against “A/c payee cheque.” 


4. Internal check system as regards to sales 
Sales are the most important source of income in a business organisation. In case of most of 
the business organisations, they are the only source of income. Therefore, the system of 
internal check to be adopted for sales should be extremely effective. 

The system of internal check regarding sales should take care of the following aspects: 


(a) Independent sales department There should be a separate and independent sales 
department, which should function as a composite of several sub-departments. Sales man- 
ager or a senior competent officer should be in charge of the department. 


Internal Control, Internal Check and Internal Audit } 


(b) Receipts of orders On receipt of an order, it should be numbered and preserved in 
orders received book with full details of the order. A confirmatory written order should be 
obtained against verbal orders. The despatch department should be given a copy of the 
order with necessary particulars. 


(c) Packing of goods Packing of the goods should be made by the despatch department 
as per the copy of the sales order, and accordingly a separate statement showing the goods 
packed should be prepared by the department. 


(d) Preparation of invoices The statement of goods as prepared by the despatch 
department should be checked with the customers’ orders and then the invoice should be 
prepared in triplicate. 


(e) Checking of invoices A responsible official should be assigned to check the invoice, 
particularly the rates charged and the calculations made. He should also see that the terms 
and conditions in the order have been duly followed and there is no scope for complaint by 
the customer. He should then put his initial on the invoice. 


(f) Despatching the goods With the help of the copy of invoices, entries should be made 
in the sales day book. On despatch of the goods, records should be made in the goods out- 
ward book. Two copies of the invoice may be sent to the customer who will return one of 
them after signing it. 


5. Internal check system as regards to cash receipts 

The risk of misappropriation of cash needs no emphasis. The chances of fraud are numer- 
ous in cash transactions. In order to reduce the chances of fraud in cash transactions, the 
internal check system as regards the cash receipts should be very effective and should take 
into consideration the following principles of internal check for cash transactions: 


(a) Separation of duties The cashier should have no access to the ledgers and other 
books of original entry except the rough cashbook that is required for spot recording of cash 
receipts. 


(b) Control over receipts book The printed receipts book, serially numbered, should be 
used as and when cash is collected and the same should be countersigned by the responsi- 
ble manager. The unused receipt book should be kept in safe custody. 


(c) Handling of incoming remittances Incoming correspondences including all remit- 
tances should be opened by the cashier in the presence of a responsible officer of the con- 
cern. All receipts of cheques should be marked, by means of a rubber stamp as A/c payee 
only. 


(d) Depositing cash into bank All collections, both cash and cheque, should be depos- 
ited into bank daily. The counter-foil portion of the paying-in-slip should be filled by the 
clerk and the portion that is to be retained by the bank should be filled in by the cashier. 


(e) Reconciling bank statement Bank reconciliation statement should be prepared at 
regular intervals by the cashier to know the actual position of bank balances. 


(f) Correction of the cash book Any spoiled slip should be marked cancelled and 
should not be turned out and be removed from the receipt book. For the purpose of altering 
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4.4 


words or figures, overwriting should be discouraged and fresh writing with proper initial 
is encouraged. 


6. Internal check system as regards cash payments 
The principles of internal check as regards payments of cash can be set forth as follows: 


(a) Payments through cheques Generally all payments should be made by account 
payee cheques. 


(b) Separation of duties The person in charge of making payments should have no con- 
nection with the receipts of cash. 


(c) Proper authorisation It should be seen that all cheques have been duly signed by 
the authorised person and no payments exceeding the amount of Rs. 20,000 should be made 
without A/c payee cheque. It is according to the provision of Section 40A (3) of the Income 
Tax Act, 1961 that any sum exceeding Rs. 20,000 is to be paid by a crossed cheque, 
otherwise the expenses will not be allowed as deductions in computing business income. 


(d) Safety measures for unused cheques All the unused cheques should be kept in 
proper safe custody. 


(e) Control over payment vouchers Arrangements should be made to ensure that the 
vouchers supporting payments are not presented twice for payment. Such vouchers should 
be stamped as ‘paid’ before the cheques are signed. 


(f) Confirmation with the creditors An official should check the statement received 
from creditors and verify with the invoices and ledger accounts. Only after proper verifica- 
tion, the cheques should be drawn in favour of the creditors. Confirmation of accounts with 
the creditors should also be made through direct correspondence. 


(g) Cash discount Toensure the availability of cash discounts, monthly or periodic pay- 
ments should be made on the fixed dates. 


(h) Reconciliation of bank balance Bank reconciliation statements should be prepared 
to reconcile bank and cash balances from time to time by some authorities other than the 
cashier. 


INTERNAL AUDIT 
4.4.1 Definition 


Internal audit refers to an independent appraisal of activity within an organisation for the 
review of accounting, financial and other business practices. It consists of a continuous and 
critical review of financial and operating activities by a staff of auditors functioning as a 
part of the management and reporting to it and not to the shareholders. 

According to W.B. Meigs, “internal auditing consists of a continuous and critical 
review of financial and operating activities by a staff of auditors functioning as full time 
salaried employees.” 

According to the Institute of Internal Auditors, USA. “Internal auditing is an independ- 
ent appraisal function established within an organisation to examine and evaluate its 
activities as a service to the organisation.” 
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As per AAS-7, “ internal audit is a separate part of internal control system. The objec- 
tive of internal audit is to determine whether other internal control systems are well 
designed and properly operated. Internal auditor is appointed by the management and is 
part of overall organisation system of internal control”. 

So, internal audit can be defined as “an independent appraisal function established by 
the management of an organisation for the review of internal control system as a service to 
the organisation. It objectively examines, evaluates and reports on the adequacy of internal 
control as a contribution to the proper, economic, efficient and effective use of resources”. 

In fact, internal audit is a special type of control. It deals primarily with accounting and 
financial matters. The work of the internal auditor is more or less same as that of an external 
auditor. The internal auditor has to make an effort to find out the weaknesses of the internal 
control system in operation and suggest necessary improvements. 


4.4.2 Basic Principles of Establishing Internal Auditing in a Business 
Concern 


Following are the basic principles required to be considered before establishing internal 
auditing in a business concern. 


1. Independent Status The internal audit department should have an independent sta- 
tus in the organisation. The internal auditor must have sufficiently high status in the 
organisation. He may be required to report directly to the board of directors. 


2. Scope of audit The scope of internal audit department must be specified in a compre- 
hensive manner to the extent practicable. In fact, the department must have the authority to 
investigate from a financial angle every phase of organisational activity. 


3. Clear objectives It must have an unambiguous and clear understanding of the objec- 
tives on each assignment given to it from time to time. 


4. Formation of the department The management should take care in selecting the 
staff of the internal audit department. The size and qualification of the staff of the internal 
audit department should be commensurate with the size of the business organisation. 


5. Time bound programme The programme of the internal auditor should be time 
bound with the provision for periodic reporting. 


6. Internal audit report The copy of the report of the internal auditor should be made 
available to the statutory auditor. 


7. Follow up action There must exist a specific procedure to follow up the report sub- 
mitted by the internal audit department. 


8. Performance of executive actions The internal audit department should not be 
involved in performance of executive actions. 


4.4.3 Scope and Objectives of Internal Audit 


The primary objective of internal audit lies in helping the management attain maximum 
efficiency by providing an important source of review of operations and records for the 
assistance of all levels of management. 
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As per AAS-7, following are the objectives of internal audit: 

e Review of accounting system and related internal control 

e Examination of financial and operating system 

e Examination of effectiveness and efficiency of financial control 

e Physical examination and verification 

Thus, internal audit carries out a thorough examination of the accounting transactions 
as well as that of the system according to which these have been recorded with a view to 
reassuring the management that the accounts are being properly maintained. It also 
ensures that the system contains adequate safeguards to check any leakage of revenue or 
misappropriation of property and the operations have been carried out in conformity with 
the plans of the management. 

So, the objectives of an internal audit can be stated as follows: 


1. Accuracy in accounts To verify the accuracy and authenticity of the financial 
accounting and other records presented to the management. 


2. Adoption of standard accounting practices To ascertain that the standard account- 
ing practices, as have been decided to be followed by the organisation, are being adhered 
to. 


3. Proper authority on assets To establish that there is a proper authority for every 
acquisition, retirement and disposal of assets. 


4. Confirmation of liabilities To confirm that liabilities have been incurred only for the 
legitimate activities of the organisation. 


5. Analysis of internal check system To analyse and improve the system of internal 
check to see whether it is working properly and effectively and whether the system is eco- 
nomical. 


6. Prevention and detection of fraud To implement such techniques in the conduct of 
the internal audit so that it can detect and prevent frauds in the accounts. 


7. Provision for new ideas To provide a channel whereby new ideas can be brought to 
the attention of the management. 


8. Review of the operation of internal control system To review the operation of the 
overall internal control system and to bring material departures and non-compliance to the 
notice of the appropriate level of management. 


9. Special investigation To provide scope and make avenues for special investigations 
for the management. 


10. Review of organisational activities To review the operations carried out in the 
organisation to assure the management that they are being carried out in compliance with 
the management objectives, policies and plans. 


4.4.4 Functions of Internal Audit 


Very large organisations (and some small ones) have found need for internal audit in addi- 
tion to external audit. Internal auditors are employees of the organisation and work exclu- 
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sively for the organisation. Their functions partly overlap those of the external auditors and 
in part are quite different. 
The functions of internal auditors can be described as follows: 


1. An appraisal function 

The internal auditor’s job is to appraise the activity of others, not to perform a specific part 
of data processing. For example, a person who spends his time checking employee expense 
claims is not performing an internal audit function. But an employee who spends some 
time reviewing the system of checking employee expense claims may well be performing 
an internal audit function. 


2. Asa service to the organisation 
The management requires that the auditor ensures the following: 
(a) That its policies are fulfilled 
(b) That the information it requires to manage effectively is reliable and complete; this 
information is not only that which is provided by the accounting system. 
(c) That the organisation’s assets are safeguarded 
(d) That the internal control system is well designed 
(e) That the internal control system works in practice. 


The internal auditor’s activities will be directed to ensure that these requirements are 
met. The internal auditor can be seen as the eye of the board within the enterprise. 


3. Other duties 
Other duties may include the following matters. 
e Being concerned with the implementation of social responsibility policies adopted 
by top management 
e Being concerned with the response of the internal control system to errors and 
required changes to prevent errors 
e Being concerned with the response of the internal control system to external stimuli. 
The internal control system must continually upgrade itself to deal with change 
e Acting as a training officer in internal control matters 
e Auditing the information given to management particularly interim accounts and 
management accounting reports 
e Taking a share of the external auditor’s responsibility in relation to the figures in the 
annual accounts and 


e Being concerned with compliance with external regulations such as those on the 
environment, financial services, related parties etc. 


4.4.5 Essential Elements of Internal Audit 
The essential elements of internal audit are as follows: 


1. Independence Internal auditing is carried out by independent personnel. Internal 
auditors are employees of the firm and thus independence is not always easy to achieve. 


2. Staffing The internal audit unit should be adequately staffed in terms of numbers, 
grades and experience. 
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3. Relationships Internal auditors should foster constructive working relationships and 
mutual understanding with management, external auditors, any review agencies and 
where appropriate with an audit committee. Mutual understanding is the goal. 


4. Due care An internal auditor should behave much as an external auditor in terms of 
skill, care and judgment. He should be technically up to date and have personal standards 
of knowledge, honesty, probity and integrity much as an external auditor. 


5. Specific audit planning On the basis of the objectives of the organisation and the 
objective of the internal audit of the organisation, the internal auditors should prepare the 
audit programme in order to cover the specified tasks assigned by the management. 


6. Systems control The internal auditor must verify the operations of the system in 
much the same way as an external auditor, i.e. by investigation, recording, identification of 
controls and compliance testing of the controls. 


7. Evidence The internal auditor must have similar standards for evidence as an external 
auditor. He must evaluate audit evidence in terms of sufficiency, relevance and reliability. 


8. Reporting The internal auditor must produce timely, accurate and comprehensive 
reports to management on a regular basis. 

Advantages 

Internal audit provides the following advantages. 


1. Prevention of errors and frauds It helps in the prevention of errors and frauds 
including misappropriation of cash and goods. 


2. Early detection of errors and frauds It makes early detection of errors and frauds 
possible. 


3. Continuous review of internal control system It undertakes continuous review of 
the internal control system and, as a result, it is capable of reporting irregularities for 
enabling corrective action in time. 


4. Assurance regarding accuracy of books and accounts It checks books, records and 
accounts to ensure correct recording and their maintenance up to date. 


5. Preparation of interim accounts It facilitates the preparation of interim accounts. 


6. Early completion of annual audit It is of great use in early completion of annual 
statutory audit. 


7. Periodic physical verification It carries out periodic physical verification of assets 
like cash, stock, investments and items of fixed assets. 


8. Assistance to the statutory auditor It can render direct assistance to the statutory 
auditor by undertaking detailed checking of the accounting data and leave him free to con- 
centrate on more important issues of principle, presentation and policy on accounting. 
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Disadvantages 
Internal audit suffers from the following limitations. 


1. Extra cost Internal audit system is not possible to be adopted by small organisations 
because the cost of running an internal audit department is very high. 


2. Biased opinion Internal audit department employees are the paid-staff of the organi- 
sation. In most cases, they have to work according to the directions of the management. So 
it is not expected that they will provide unbiased opinion about the financial statements. 


3. Possibility of becoming ineffective If the employees of the internal audit depart- 
ment are not efficient or if the internal audit is not conducted effectively, it will provide no 
assistance to the management. 


4. Possibility of distortion If the management is interested to distort financial figures 
and if it is supported by internal audit department, the users of the financial statements will 
be totally misguided. 


5. Inefficient staff members As there is no prescribed qualification for the appointment 
of internal auditors, less qualified persons may get appointment in the department. They 
will not be able to discharge their duties properly. 


4.4.6 Area of Internal Audit 


As per AAS-7, the scope and objectives of internal audit vary widely and are dependent 
upon the size and structure of the entity and the requirements of its management. 


Normally, however, internal audit operates in one or more of the following areas: 


1. Review of accounting system and related internal control The establishment of 
an adequate accounting system and related controls is the responsibility of the manage- 
ment, which demands proper attention on a continuous basis. The internal audit function is 
often assigned specific responsibility by the management for reviewing the accounting 
system and related accounting controls, monitoring their operation and suggesting 
improvements thereto. 


2. Examination for management of financial and operating information This may 
include review of the means used to identify, measure, classify and report such information 
and specific inquiry into individual items including detailed testing of transactions, bal- 
ances and procedures. 


3. Examination of the effectiveness of operations Generally, the external auditor is 
interested in the results of such audit work only when it has an important bearing on the 
reliability of the financial records. 


4. Physical verification The internal audit generally includes examination and verifi- 
cation of physical existence and condition of the tangible assets of the entity. 


4.4.7 Distinction between Internal Audit and External Audit 


On accounting matters, the internal and the external auditors operate mainly in the same 
field and they have a common interest in ascertaining that there is an effective system of 
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internal control to present or detect errors and frauds and to ensure that it is operating sat- 
isfactorily and that an adequate accounting system exists to provide the information neces- 
sary for preparing true and fair financial statements. There are, however, some 
fundamental differences between the work of an internal auditor and that of an external 
auditor regarding the following: 


1. Appointment 


The internal auditor is appointed by the management, generally the Directors and is 
responsible to them. 


The external or the statutory auditor is appointed according to the concerned statute. 
Generally, in case of company form of organisation, the auditors are appointed by the 
shareholders in the annual general meeting. 

2. Scope 


The extent of the work undertaken by the internal auditor is determined by the manage- 
ment. 


The area of the work to be undertaken by the external auditor arises from the responsi- 
bilities placed on him by the governing statute. 
3. Approach 


The internal auditor’s approach is with a view to ensure that the accounting system is effi- 
cient, so that the accounting information presented to management throughout the period 
is accurate and discloses material facts. 


The external auditor’s approach, however, is governed by his duty to satisfy himself 
that the accounts to be presented to the shareholders show a true and fair view of the profit 
or loss for the financial period and of the state of the company’s affairs at the end of that 
period. 

4. Responsibility 
The internal auditor’s responsibility is to the management. It follows that the internal audi- 
tor, being a servant of the company, does not have independence of status. 

The external auditor is responsible directly to the shareholders. Unlike the internal 
auditors, he is a representative of the shareholders and has independence of status. 

5. Objective 

The objective of internal audit is to ensure that the laid down policies, procedures and other 
internal control functions are functioning as designed, whereas the objective of the external 
auditor is to express opinion on financial statements whether those statements are showing 
true and fair view. 

6. Independence 

External auditor is more independent in reporting than internal auditor. 


Notwithstanding these important differences, the work of both the internal auditor and 
the external auditor, on accounting matters is carried out largely by similar means, such as 


e Examination of the system of internal check, for both soundness in principle and 
effectiveness in operation. 


e Examination and checking of accounting records and statements. 
e Verification of assets and liabilities. 
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e Observation, inquiry, making of statistical comparisons and such other measures as 

may be judged necessary. 

The wide experience of the external auditor may be of assistance to the internal auditor; 
while on the other hand the latter’s intimate acquaintance with the business concern may be 
of help to the external auditor. Co-operation in planning of the respective auditors may 
save unnecessary work, although the external auditor must always satisfy himself as to the 
work carried out by the internal auditor. 


4.4.8 Relying Upon the Work of An Internal Auditor 


The statement on AAS-7 describes the scope of reliance by the external auditor upon the 
work of an internal auditor. The purpose of this statement is to provide guidance as to the 
procedures, which should be applied by the external auditor in assessing the work of the 
internal auditor for the purpose of placing reliance upon that work. This statement states 
that while the external auditor has the sole responsibility of his report, however much of the 
work of the internal auditor may be useful to him in his examination of the financial 
statements. The responsibility of the external auditor is not reduced by any means because 
of the reliance placed on the work of the internal auditor. 


As per AAS-7, the external auditor can use the work of the internal auditor after evalu- 
ation of the internal audit function. The external auditor should document his evaluation 
and conclusion in this respect while evaluating the work of internal audit function to 
determine the extent to which he can place reliance upon the following aspects considered: 

e Whether internal audit is undertaken by an outside agency or by an integral audit 

department within the entity itself. 


e Scope of internal audit and management action and internal audit report. 

e Technical compliance of the internal auditors, i.e. whether the internal auditors have 
the required experience and professional qualification. 

e Due professional care by the internal auditor, i.e. whether internal audit work 
appears to be properly planned, supervised, documented and if there is existence of 
adequate audit manuals. 

This statement suggests the following features. 

1. The role of the internal audit function within an entity is determined by manage- 
ment and its prime objective differs from that of the external auditor, who is 
appointed to report independently on financial information. 


2. The external auditor should, as part of his audit, evaluate the internal audit function 
to the extent he considers that it will be relevant in determining the nature, timing 
and extent of his compliance and substantive procedures. Depending upon such 
evaluation, the external auditor may be able to adopt less extensive procedures than 
would otherwise be required. 

3. By its very nature, the internal audit function cannot be expected to have the same 
degree of independence as is essential when the external auditor expresses his opin- 
ion on the financial information. The report of the external auditor is his sole respon- 
sibility, and that responsibility is not by any means reduced because of the reliance 
he places on the internal auditor’s work. 
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4.5 


Where internal audit is carried out, it is for the external auditor to decide, consistently 
with his statutory responsibilities, whether and to what extent, he can rely on the work of 
the internal auditor in order to reduce the extent of his own examination of details. 

His decision in this matter will depend upon his judgment on the facts of each case, 
having regard in particular to the following: 

(a) The extent and efficiency of the internal audit; i.e. in order to assess these matters, 
the external auditor should examine the internal audit programmes, working 
papers and reports and should make such tests as he thinks fit for the work done by 
the internal auditor. 

(b) The experience and qualifications of the internal auditor and his staff member and 
the character of their reports and also the action taken by the management on the 
basis of the report. 

(c) The authority vested in the internal auditor and the level of management to which 
he is directly responsible. 

However, the statutory auditor can not in any circumstance divest himself of the 
responsibilities laid on him by the statute. In other words, if the external auditor has 
curtailed the extent of his checking, putting reliance on the work of the internal auditor, the 
responsibility for any deficiency in that financial statements that may remain undetected 
will be of the statutory auditor, he cannot plead that he has relied on the work done by the 
internal auditor. 


AUDITOR'S INDEPENDENCE 


By the term ‘auditor’s independence’ we mean that the judgment of the auditor is not sub- 
ordinated to the wishes or directions of any person who might have engaged him or to his 
own self-interest. 

It is not possible to define the term ‘independence’ in a precise manner. Basically, it is a 
condition of mind, and personal in character. However, professional conduct of the audi- 
tors support auditor’s independence. Auditors, by their function of reporting on financial 
statements, lend creditability to those statements. Parties interested in such statements put 
implicit faith and trust on those statements based on the opinion of the auditor. So, for the 
auditors, independence has a special meaning and significance. Unbiased audit can be car- 
ried out only when the auditor is able to resist all pulls and pressures. The auditor should 
not only be independent in fact, but also must appear to be so; otherwise his report would 
be suspected and would lack creditability. 


4.5.1 Advantages of Independent Audit 


The principal advantage of an independent audit lies in the society being able to get an 
informed, objective and unbiased opinion on the financial statements of an organisation 
which is used in making significant economic decisions by interested segments of the soci- 
ety, i.e. shareholders, creditors, bankers etc. It is to be noted that only the auditor is in a 
position to examine the accounts and transactions of an organisation with a view to form an 
opinion. His report is, therefore, the only real safeguard available to the various parties 
interested in the financial affairs of the organisation. 
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4.5.2 Provisions for Safeguarding Independent Auditors 


Several provisions have been included in the Companies Act with the objective of securing 
independence of the auditor. In general, these provisions endow the auditor with certain 
statutory rights, define certain relationships that may entail a compromise in maintaining 
independence, requiring that normally the auditor would be appointed in the general body 
meeting by the shareholders and making the removal of auditor difficult by laying down 
procedures under the Companies Act. The rights of the auditor are statutorily defined in 
several sections and they cannot be curtailed or limited by the management or even by the 
shareholders. 

The management has no authority to terminate the appointment of any auditor. The 
auditor when appointed shall be entitled to hold office till the conclusion of the next annual 
general meeting. Though mid-term removal of the auditor is not ruled out, it can be accom- 
plished only by the shareholders in the general meeting and with previous approval of the 
central government. It is also worth mentioning that the duties cast on the auditor can not 
be diluted by any agreement between the organisation and the auditor. There can thus be 
no temptation for the auditor to do less than what the law requires. 


DISTINCTION BETWEEN INTERNAL 
CONTROL AND INTERNAL AUDIT 


A system of internal control consists of all the measures employed by an organisation for 
the purposes of 


1. safeguarding its resources against waste, fraud and inefficiency, 

2. promoting accuracy and reliability in accounting and operational data, 

3. encouraging and measuring compliance with the organisational policy, and 

4. judging the efficiency of operations in all the divisions of the business. 

It is concerned with the plan of the organisation, allocation of duties among the 
employees and authorising, recording and custody procedures to ensure operation of 
internal check on the one hand and managerial supervision and review on the other. 
Managerial supervision and review is accomplished by the sub-system of internal auditing 
which is a part of the total internal control system. 

Though internal audit is a part of the internal control system, it is indeed a significant 
part as with the introduction of internal audit system, the performance and compliance 
with management policies and practices are ascertained on a continuous and timely basis 
and brought to the notice of management. Internal audit also reviews the overall internal 
control system, its efficiency or redundancy, though it is itself a part of that overall system. 
In other words, internal auditing, though a part of the total internal control system, is also a 
significant complement of the system, reviews the system and checks its operations so that 
the management can be given up-to-date information on the effectiveness of control and 
the underlying operations. 
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4.7 DISTINCTION BETWEEN INTERNAL CHECK, 
INTERNAL AUDIT AND INTERNAL CONTROL 


Internal check has been defined by the Institute of Chartered Accountants in England and 
Wales, as the “checks on day-to-day transactions which operate continuously as part of the 
routine system whereby the work of one person is proved independently or complemen- 
tary to the work of another, the object being the prevention or earlier detection of error or 
fraud.” The internal check in accounting system implies the organisation of the system of 
book-keeping and arrangement of staff duties in such a manner that no one person can 
completely carry through a transaction, and record every aspect thereof. 

Internal audit has been defined by the Institute of Internal Auditors, USA recently of as 
an “independent, objective assurance and consulting activity designed to add value and 
improve an organisations, operations. It helps an organisation accomplish its objectives by 
bringing a systematic disciplined approach to evaluate and improve the effectiveness of 
risk management, control and governance process.” Traditionally internal auditing was 
considered to be restricted to the examination of the books of accounts of the organisation 
with a view to ascertaining whether they correctly record the transaction. In fact, a good 
internal control system should have internal audit as an integral part. The modern concept 
of internal auditing as given in the aforesaid definition shows that internal auditing has 
moved significantly ahead by shouldering greater responsibilities to become one of the 
important management control devices. 

It can be seen from the above definitions of both internal check and internal audit that 
they are parts of overall control system. Internal check operates as a built-in device as far as 
staff organisation and job allocation aspects of the control system are concerned. On the 
other hand, the adequacy and operations of internal control on a regular basis is to be 
reviewed by the management through internal audit system to ensure that all significant 
controls are operating effectively. Thus, internal check is merely an arrangement of book- 
keeping and clerical duties, but internal audit involves evaluating the quality and opera- 
tion of the various controls. 

Inter-relationship between internal control, internal check and internal audit can be de- 
scribed with the help of the following diagram: 


Internal Control 
(Total System) 


l 
l | 


Internal check Internal audit 
(Sub-system) (Sub-system) 


Internal Control, Internal Check and Internal Audit 


Q 
ase Study 1 S23 


Fast Move Ltd. is a listed company in the food processing industry. They have 10 factory 
sites and 2,500 workers. They have grown very rapidly in recent years under the direction 
of Sidharth, who is a very dynamic character. He tries to operate on the lowest possible 
costs and sees internal control as himself and his factory managers. The company has 
recently moved into the production of mass produced South-Indian foods and gambled 
that they will grab a large market share. They have an audit committee (not liked by 
Sidharth) but no internal audit department. 
Discussion 

(a) What advantages might accrue to the company if they set up an internal audit 

department? 
(b) How might the auditors approach the audit? 


(c) What are the specific duties imposed on the auditor regarding internal control and 
internal audit? 


ase Study 2 eZ 


Skylark Real Estate Ltd. is a company offering estate agency services to the public through 
a network of branches all over the country. The company has some 300 staff in all. The 
board consists of six people, a part-time chairman, a chief executive, two other full time 
executives and two representatives of the owners. The company is jointly owned by a for- 
eign bank and the City Property Group. The company has an internal audit department 
consisting of Sanjeev who is a young Chartered Accountant and Rajeev who is an account- 
ing expert. They also have a secretary, Ritwika. They report their activities monthly in 
detail to the board and to the audit committees of the foreign bank and the City Property 
Group. 
Discussion 
(a) What work would the internal audit department do? 
(b) In what ways may the external auditors place reliance on their work? 
(c) Draw up a check list which the external auditor could use to assess the internal 
auditors as potentially being capable of producing work on which the external audi- 
tors may rely. 
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POINTS TO PONDER 


e Internal control refers to the various methods and procedures adopted for the control of 
production, distribution and the whole system (financial and non-financial) of the 
enterprise. 

e Basic elements of internal control include financial and other organisational plans, 
competent personnel, division of work, separation of operational responsibility for 
recording keeping, separation of the custody of assets from accounting, authorisation and 
managerial supervision and review. 

e Internal control can be categorised as organisation, segregation of duties, physical, 
authorisation and approval, arithmetical and accounting, personnel, supervision and 
management. 

e Advantages of internal control include identification of defects, flexibility, time saving, 
lesser risk of omission and provision for training facility. 

e Disadvantages of internal control include chances of human error, costly, ignorance of 
unusual activity, collusion, abuse of responsibility and rigidity. 

e Evaluation of internal controls is fundamental to an audit. On the basis of evaluation on 
the effectiveness of the internal control system, the external auditor will decide the extent 
or degree of his reliance on the functioning on the internal control system. 

e Internal control questionnaire is basically a comprehensive list of questions, covering 
every aspect of the client’s system, the answers to which will enable the auditor to assess 
the internal controls in operation. 

e Internal check is arrangement of the duties of the staff members of the accounting 
functions in such a way that the work performed by a person is automatically checked by 
another. 

e Factors to be considered in framing a system of internal check include work assignment, 
rotation of employees, compulsory leave, supervision of inter-related jobs, uses of 
mechanical devices, periodical review, responsibility, safeguards, supervision and 
reliance. 

e Objectives of internal check include assigning responsibility, minimising error or fraud, 
detecting error or fraud, reducing clerical mistakes, enhancing work efficiency, obtaining 
confirmation, reducing burden of work, exercising moral pressure, ensuring reliability 
and obtaining supervision advantages. 

e Advantages of internal check can be viewed from three different viewpoints. From 
business point of view, the advantages include proper allocation of work, control device, 
speedy work, increase in efficiency and skill, easy preparation of final accounts and 
creation of moral check. From the viewpoint of the owners, the advantages include 
reliability on accounts, orientation of accounting and economical operation. From the 
viewpoint of the auditor, the advantages include facilitation of audit work and attention 
to other important matters. 

e Shortcomings of internal check include monotony, carelessness, collusion, limited 
application, dependence and possibility of disorder. ) 
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The auditor is expected to apply proper judgement with reasonable care and skill io 
appraise the internal check system. He has to determine to what extent he would depend 
on internal check system, as internal check system does not reduce the liability of the 
auditor. 

Internal audit refers to an independent appraisal of activity within an organisation for the 
review of accounting, financial and other business practices. It is a separate part of 
internal control system. 

Basic principles of establishing internal audit in a business concern include independent 
status, scope of audit, clear objectives, formation of the department, time-bound 
programme, internal audit report, follow-up action and performance of executive action. 
Objectives behind establishment of internal audit department include accuracy in 
accounts, adoption of standard accounting practices, proper authority on assets, 
confirmation of liabilities, analysis of internal control system, prevention and detection of 
fraud, provision for new ideas, review of the operation of the internal control system, 
special investigation and review of organisational activities. 

Internal audit performs a number of functions including appraisal function, service to the 
organisation and other duties. 


Essential elements of internal audit include independence, staffing, relationship, due care, 
specific audit planning, systems control, evidence and reporting. 

Prevention of errors and frauds, early detection of errors and frauds, continuous review of 
internal control system, assurance regarding accuracy of books and accounts, preparation 
of interim accounts, early completion of annual audit, periodic physical verification and 
assistance to the statutory auditor are the advantages of internal audit system. 
Disadvantages of internal audit include extra cost, biased opinion, possibility of becoming 
ineffective, possibility of distortion and inefficient staff members. 

Area of internal audit covers review of accounting system and related internal control, 
examination for management of financial and operating information, examination of the 
effectiveness of operations and physical verification. 

External audit and internal audit can be differentiated with respect to appointment, scope, 
approach, responsibility, objectives and independence. 

The statutory auditor can use the work of the internal auditor after evaluation of the 
internal function, but the responsibility for any deficiency will be of the statutory auditor 
and he cannot plead that he has relied on the work done by the internal auditor. 
Auditor’s independence means the judgement of the auditor is not subordinated to the 
wishes or directions of any person who might have engaged him or to his self-interest. The 
principal advantage of an independent audit lies in the society being able to get an 
informed, objective and unbiased opinion on the financial statements of an organisation. 
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REVIEW QUESTIONS 


Short-answer Questions 


1. 


NQ oR N 


8. 


Distinguish between internal control system and internal check system. 

What is internal control questionnaire? 

Should the statutory auditor examine the accounts already checked by the internal auditor? 
To what extent is the internal auditor responsible for internal control? 

How does the internal check system affect the work of an external auditor? 

What are the precautions to be taken in the application of internal check system? 


State briefly the matters to be included in the auditor’s report in respect of the internal audit 
system of a large manufacturing company? 


What are the objectives of internal audit? 


Essay-type Questions 


1. 


10. 


What do you mean by the term ‘internal control’? What are the important features of a good 
system of internal control? 


. What is internal audit? Distinguish between internal control and internal audit? “The mod- 


ern concept of internal audit envisages scope of internal audit much beyond financial audit”. 
Explain. 
(a) Distinguish between internal audit and statutory audit. 


(b) Can the statutory auditor rely upon the internal audit in carrying out his function as a 
statutory auditor? 


Suggest a set of rules you would recommend for the internal control over the purchases of 
raw materials and stores of a large manufacturing concern. 


Draft a form of questionnaire, that you would use to determine the effectiveness of the cli- 
ent’s internal control over payrolls. 


(a) Distinguish between internal control, internal check and internal audit. 


(b) Discuss the general considerations in framing a system of internal control in respect of 
purchase of goods. 


Comment on the following statements: 

(a) “The statutory auditor is entitled to rely on the internal auditor.” 

(b) “The statutory auditor should test internal control system before relying on the same.” 
(a) Discuss the objectives of internal control system. 

(b) Discuss the advantages and limitations of internal control system. 

“In a good system of internal check, the work of one is checked indirectly by the work of 
another” Explain and discuss this statement with examples. 

What system of internal check would you recommend for a manufacturing concern to pre- 
vent fraud in connection with credit purchase of raw materials. 
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5.1 


INTRODUCTION 


Having recorded the system of internal control and assessed its strengths and weaknesses, 
the auditor is then in a position to plan the nature and extent of the audit tests he proposes 
to execute in relation to the organisation’s accounting transactions. The tailoring of the 
audit programme this way to meet individual demands of different accounting and control 
systems is fundamental to the concept of system audits. 

A distinction will be drawn between transaction tests, to be applied where internal 
controls appear strong, and weakness tests, when a significant control deficiency may 
affect the auditor’s opinion on the accounts. It is important to make this distinction correctly 
as the nature of the subsequent audit may be dependent upon it. 


In this connection, the following ‘planning audit test’ diagram may be of assistance. 


Planning Audit Test 
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Evaluation of internal control system 
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Individual control 
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5.1.1 Transaction Tests 


These are designed, where the auditor believes he is dealing with an adequate system of 
internal control, to test that the key aspects of the controls identified have operated consist- 
ently throughout the period under review. If the auditor has to satisfy himself of this, then 
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he will also be able to rely upon the information being produced by the system and for this 
reason his tests should be concentrated on those aspects of the control system which are 
fundamental to its efficient and accurate operation. However, if the results of the transac- 
tion tests are unsatisfactory, if for instance one member of the enterprise’s staff is not 
adequately performing the control function delegated to him, then the system must be 
regarded as being weak and an alternative, appropriate test must be designed to evaluate 
the materiality of that weakness. 

The programme of transaction tests will need to be written out by the senior staff 
member responsible for the audit because this whole approach of tailoring the work to the 
different requirements of individual systems precludes the use of any master audit pro- 
gramme suitable for use under a variety of circumstances. This programme will record the 
exact details of the work to be performed by the audit staff; columns are provided so that 
the persons who are occupied in performing each part of the checking may add their initials 
as and when they complete it. 


5.1.2 Weakness Tests 


These must be adopted where the system appears weak in relation to items which are 
material to the validity of the accounts or alternatively have been proved weak by the result 
of transaction test. The test must be designed to establish whether the weakness identified 
has in fact led to significant error or whether this has been avoided and the only further 
audit action required is to report the weakness to the management. 


Designing weakness tests appropriate to individual circumstances often calls for some 
ingenuity on the part of the auditor, but the nature of the resultant detailed tests will gener- 
ally fall into one or more of the following broad classifications and should be recorded ina 
programme similar to that used for transaction tests. 


Extended transaction tests 


A greater volume of transaction tests may be specified than would be necessary under a 
strong control system, thus enabling the auditor to ascertain whether errors have been 
occurring with a frequency so as to be material to the accounts under review. 


Vouching approach 
Vouching means the examination of the transactions of a business, together with documen- 
tary and other evidence of sufficient validity to satisfy an auditor that such transactions are 
in order, have been properly authorised and are correctly recorded in the books. This 
means that the auditor goes behind the books of account and traces the entries to their 
sources and it is in this way that he can ascertain the full meaning and circumstances of the 
various transactions. In the absence of an effective internal control system, the entries in the 
books may show only such information as the book-keeper chooses to disclose and such 
information may be purposely or unintentionally contrary to the true facts. Therefore, only 
by examining external evidence can an auditor possibly ascertain the real state of affairs. 
The vouching approach has its place in every audit, but extensive vouching should be 
restricted to circumstances of weakness and should only be adopted with caution and after 
careful consideration of what it will achieve. This method of audit testing is very time con- 
suming and the auditor must always be wary lest even after extensive vouching, the state of 
the control systems would be such that he would still be unable to derive assurance as to the 
accuracy of the recording of other transactions, which he has not actually vouched. 
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5.3 


CONCEPT OF VOUCHING 


The examination of documentary evidence in support of transactions contained in the 
books of account is referred to as vouching. It is the technique followed in an audit for 
establishing authenticity of the transactions recorded in the primary books of accounts. 


It essentially consists of verifying the record of transactions contained in the books of 
accounts with the relevant documentary evidence and the authority on the basis of which 
the entries were made. It also consists of examining in the process whether the amount 
mentioned in the voucher has been posted to an appropriate account, which would disclose 
the nature of the transaction on its inclusion in the final statements of account. 

According to Taylor and Perry, ‘’vouching is the examination of the evidence offered in 
substantiation of entries in the books, including in such examination the proof so far as 
possible that no entries have been omitted from the books”. 

According to Joseph Lancaster, “vouching is a device used to prove that various trans- 
actions for the period are fairly, truly and sincerely reflected in the books of accounts”. 

So, from the above definitions, it can be said that “vouching is a technique of auditing 
which checks the accuracy of entries made in the books of accounts with the help of avail- 
able documentary evidences”. 


OBJECTIVES OF VOUCHING 


Vouching is concerned with examining documentary evidence to ascertain the authenticity 
of entries in the books of accounts. It is a technique used by the auditor to judge the truth of 
entries appearing in the books of accounts. 


Success of an audit depends on the efficiency with which vouching has been con- 
ducted. The following are the objectives for which the auditor adopts vouching techniques: 

e To check that all transactions recorded in the books of accounts are supported by 
documentary evidence 

e To verify that no fraud or error has been committed while recording the transactions 

e To see that each and every transaction recorded has been adequately authorised by a 
responsible person 

e To ensure that distinction has been made between capital and revenue items while 
recording the transactions 

e To have greater precision in reporting the financial information as true and fair 

e To ensure the reliability of the figures presented in the books of accounts 

e To confirm that no transaction has been recorded in the books of accounts which are 
not related to the entity under audit 

e To ensure the accuracy in totaling, carrying forward and recording of an amount in 
the accounts 
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IMPORTANCE OF VOUCHING 


The audit normally takes place long after the transactions have taken place, and the audi- 
tor, not being in picture at the time, cannot have the benefit of direct experience of the trans- 
actions. Necessarily, he has to depend on evidence and the voucher constitutes the 
necessary evidence of the transaction. The auditor’s basic duty is to examine the accounts, 
and not to merely see its arithmetical accuracy but also to see its substantial accuracy and 
then to make a report thereon. This substantial accuracy of the accounts and emerging 
financial statements can be known principally by examination of vouchers which are the 
primary documents relating to the transactions. If the primary document is wrong or 
irregular, the whole accounting statement would, in turn, become wrong and irregular. The 
auditor’s role is to see whether or not the financial statements are wrong or irregular, and 
for this, vouching is simply essential. The importance of vouching was also highlighted in 
the case of Armitage vs Brewer & Knott (1930) wherein it was held that vouching is an 
important part of auditor’s duty. If he shows any negligence in exercising care while vouch- 
ing the books of accounts, his clients can claim damages. 


In fact, the whole structure of auditing rests upon vouching. By conducting vouching, 
the auditor ensures the following: 

e That a transaction is recorded in the proper account and revenue and expense is 

properly allocated to the accounting period 

e That a transaction pertains to the organisation 

e That there is proper authorisation for all transactions 

e That all transactions, which have actually taken place, have been recorded 

e That transactions have been classified and disclosed according to generally 

accepted accounting principles 

Thus, vouching is the backbone of audit. Without vouching, auditing of financial state- 
ments cannot be conducted. The auditor’s reporting on the financial statements will be 
farce if he avoids this part of audit. 

The success of an audit will depend on the efficiency with which vouching has been 
applied during the process of auditing. Various frauds can be detected only if vouching is 
conducted in an intelligent manner. Wherever an auditor suspects a fraud, he should also 
check the sources of documentary evidence. Sometimes fictitious bills of expenses and pur- 
chases may be procured. Payments against these bills may be misappropriated. This type of 
fraud can be detected by intelligent vouching only. 

Thus, it is clear from the aforesaid discussion that vouching constitutes the backbone of 
auditing. If vouching is conducted faithfully and effectively, it will help in establishing 
reliability of profit and loss account and balance sheet. So, vouching can be considered as 
the essence of auditing. 


VOUCHING AND VERIFICATION 


Vouching may be defined as the examination by the auditor of all documentary evidence, 
which is available to support the genuineness of transactions entered in the books of 
accounts. Vouching is a substantive auditing procedure designed to obtain evidence as to 
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the completeness, accuracy and validity of the data produced by the accounting system. 
While obtaining evidence through vouching, the auditor aims to obtain reasonable 
assurance in respect of the following assertions in regard to transactions recorded in the 
books of account. 
e Transaction is recorded in the proper account and revenue or expense is properly 
allocated to the accounting period. 


e Transaction pertains to the concerned entity and took place during the relevant 
period. 


e All transactions which have actually occurred have been recorded. 


e Transactions have been classified and disclosed in accordance with recognised 
accounting policies and practices. 


Thus, it is through vouching that the auditor comes to know the genuineness of transac- 
tions recorded in the books of account. 

On the other hand, the term verification usually applies to the process of auditing that 
examines, by appropriate manner, whether assets and liabilities are properly stated in the 
balance sheet. The term ‘verification’ may also apply to items of profit and loss account for 
checking of the account balances and their presentation. Verification in the context of bal- 
ance sheet items involves an inquiry into the ownership, valuation, existence and presenta- 
tion of assets and liabilities in the balance sheet. 

Regarding assets, the auditor while verifying whether the assets are owned by the cli- 
ent also looks into whether any charge has been created on those assets and whether the 
same has been appropriately disclosed. In case of liabilities, the auditor would like to see 
that these are actually owed by the organisation. 

Therefore, vouching and verification differ in the following respects: 

1. In vouching, the auditor examines the bonafides of transactions and their correct 
recording in the books, whereas in verification he has to ensure that assets as 
recorded in the balance sheet do really exist on the date of the balance sheet. 
Vouching cannot ensure the existence of assets. After purchase of the asset, it may be 
sold, destroyed or even gifted away without being recorded in the books. 

2. Vouching is concerned with all items of income statement and with those balance 
sheet items undergoing change during the year. Verification, on the other hand, is 
concerned with all the items of balance sheet. 

3. In vouching the auditor comes to know what should be in existence. In verification, 
the auditor can know the actual existence, freedom from encumbrances and proper 
valuation of assets. 


Thus, it is clear from the above that vouching deals with the examination of transac- 
tions at their point of origin while verification usually deals with the balances contained in 
the balance sheet and profit and loss account. 


VOUCHING AND ROUTINE CHECKING 


Routine checking is a total process of accounting control, which includes the following: 
e Examination of the totalling and balancing of the books of prime entry 
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e Examination of the posting from primary books to the ledger accounts 

e Examination of totaling and balancing of the ledger accounts and of the preparation 

of trial balance made with those balances 

e Overall examination of writing up the transactions properly. 

In short, the routine checking is concerned with the ascertainment of the arithmetical 
accuracy of casting, posting and carry forward of balances. 

A confusion sometimes arises that the concept of vouching and routine checking are 
similar and complementary to each other. But this is not true in actual practice. Broadly 
speaking, vouching includes routine checking and it is considered as a part of it. Vouching 
includes routine checking, checking of all totals, subtotals, carry forwards, posting and 
checking of all ledger accounts. The scope of routine checking is confined to the books of 
accounts but in case of vouching, the auditor has to go beyond the books of accounts in 
order to trace out the source of transaction. 


CONCEPT OF VOUCHER 


There is no denying the fact that without voucher, vouching cannot be conducted. Vouch- 
ers are considered as an integral part of vouching. Voucher is documentary evidence, both 
internal and external, which is used to support the entries made in the books of accounts of 
an enterprise. 


A transaction is supposed to be recorded in the books of accounts only when the docu- 
mentary evidence is available to support the transaction. It may be a receipt, counterfoil of 
a receipt, resolution passed in a meeting, cash memo, pay-in-slips, purchase invoices, min- 
utes of a meeting etc. All such documentary evidences are known as vouchers. 


Voucher can be of two types: primary and collateral vouchers. 


(a) Primary vouchers When written evidence is available in original, it is known as pri- 
mary vouchers. For example, purchase invoices, counterfoil of cash receipt etc. 


(b) Collateral vouchers In certain cases, evidence in original is not available. Copies of 
such evidences are made available for the purpose of audit. These vouchers or documents 
are known as collateral vouchers. For example, Copies of resolution passed at a meeting, 
xerox copy of demand drafts etc. 
On the basis of sources of documents, vouchers can again be of two types. 
(a) Internal vouchers (b) External vouchers 
(a) Internal vouchers Vouchers originating within the organisation are known as inter- 


nal vouchers. For example, sales invoices, minutes book of board meetings, material 
requisition slip etc. 


(b) External vouchers Vouchers originating from the outside sources are known as ex- 
ternal vouchers. For example, mortgage deed, bank statement etc. 
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5.8 


5.9 


INTERNAL AND EXTERNAL EVIDENCE 


The evidence that a voucher provides may be of various natures and can be of the following 
two types: 


Internal evidence 

It is one that has been created and used within the client’s organisation and it never goes to 
outside party. Examples are duplicate sales invoices, employee’s time reports, purchase 
requisitions, minute books etc. These documents are parts of the records of the concern and 
have been prepared in the normal course. 


External evidence 

It is one which emanates from outside the client’s organisation. A document issued by a 
person with whom some business transactions had been entered into or who paid or was 
advanced an amount constitutes such evidence. For example, payee’s receipt, lease agree- 
ment, bank statement etc. Sometimes, in certain transactions external evidence is obtained 
directly by the auditors, e.g. confirmation of balances from debtors and creditors. 

The auditor should attempt to obtain as much external evidence as possible, since such 
evidence is generally more reliable than internal evidence. External evidence should be 
preferred, since the likelihood of its being fabricated is much less because it requires collu- 
sion with an outsider. However, when external evidences are not available or appropriate, 
the auditor is obliged to accept internal evidence. Every evidence whether internal or exter- 
nal, should be subjected to appropriate scrutiny and corroboration should be obtained, 
whenever possible. A lack of corroboration will require the auditor to investigate further to 
arrive at the fact. 


GENERAL PRINCIPLES OF VOUCHING 


In conducting vouching appropriately and effectively, the auditor should follow certain 
principles, which are stated as below. 

e While vouching a transaction, the auditor must verify the authenticity of the transac- 
tion, accuracy of amount recorded and proper classification of accounts. 

e The voucher, which has already been checked by the auditor should be cancelled or 
tick marked with a special sign, so that it may not be used again for fictitious transac- 
tions. 

e It should be seen that every voucher is authorised by an officer responsible for this 
purpose. 

e If there is any alteration in the vouchers, it must be supported by the concerned 
officer’s initials. 

e While vouching transactions, the auditor should keep in mind that the distinction is 
made between capital and revenue items. 

e Itshould be seen that the date of the voucher falls within the accounting period. 

e Itshould also be ensured that the voucher is made out in the client’s name. 

e The voucher should include all the relevant documents which would be expected to 
have been received or brought into existence on the transactions having been 
entered into, i.e. the voucher is complete in all aspects. 


Vouching &> 


e The account in which the amount of the voucher is adjusted is the one that would 
clearly disclose the character of the receipt or payment posted thereto on its inclu- 
sion in the final accounts. 

e All the vouchers should be numbered serially and dated. 

e The amount in the receipt must be shown in words and figures. If the two differs 
then it should be investigated. 

e If any voucher is missing, the concerned official should be asked to give proper 
explanation. If no satisfactory explanation is received, it should be further investi- 
gated. 


5.10 TEEMING AND LADING: A CHALLENGE TO VOUCHING 


Teeming and lading is a method adopted to misappropriate cash. The misappropriation of 
cash is activated by making a false entry relating to a transaction, which in turn is cancelled 
by a further entry and so on until such fraud is discovered. This method is also known as 
“delayed accounting of money received” as it is a method of concealment of a shortage by 
delaying the recording of cash receipts. 


Example 
Suppose, debts due from Mr. X is Rs. 50,000, from Mr. Y Rs. 1,00,000 and from Mr. Z Rs. 
1,50,000. Now, say, an amount of Rs. 50,000 is being received from Mr. X in discharge of his debt 
in the first week of January, but no entry is made in the cash book by the cashier, who 
misappropriates the cash. Say, in the next month, when cash is received from Mr. Y amounting to 
Rs. 1,00,000, the cashier records Rs. 50,000 in the name of Mr. X and the remaining Rs. 50,000 
in the name of Mr. Y. Again, in the next month, when Mr. Z pays his debt of Rs. 1,50,000, the 
cashier records Rs. 50,000 in the name of Mr. Y and Rs. 1,00,000 in the name of Mr. Z. Rs. 50,000 
is to be shown in the balance sheet as amount due from Mr. Z. Thus, after a certain period of time, 
the amount due from Mr. Z has been written off as bad debt and the money received has been thus 
misappropriated. However, if it is detected by the auditor, immediately the cashier passes a false 
entry recording the receipts from Mr. Z by paying an amount of Rs. 50,000 out of his own pocket 
and thus the cashier utilises the money of the business for a certain period of time without any 
authority. 

So, this type of fraud is a real challenge to the auditor. By adopting appropriate techniques of 
vouching, the auditor should detect this type of fraud and prevent misappropriation of cash. 


For this purpose, the auditor should take the following steps as a part of vouching tech- 

nique: 

1. He should verify the debtors’ ledger, particularly those debtors who are making part 
payments of their dues. 

2. He may collect the balance confirmation certificate from debtors, whose accounts 
have been shown as due. 

3. Before the commencement of the work of vouching, he should evaluate the effi- 
ciency of the internal check system regarding the receipts of cash from the customers 
of the organisation. 

4. He should have a clear idea about the discount facility provided to the customers 
and the amount of bad debts to be written off. 
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5. If he suspects any fraud having already been committed, he should verify those 
transactions which have been shown in the cash book as deposited into bank and 
also check the bank reconciliation statement. 

6. He should send the statement of accounts to the customers, whose accounts have 
been shown as due with a request that if a customer finds any discrepancy in the 
statement of account, he should contact the auditor without any delay. 


5.11 VOUCHING OF DIFFERENT TYPES OF TRANSACTIONS 


5.11.1 Vouching of Capital Expenditure 


Capital expenditure means the expenditure relating to purchase of fixed assets. In order to 
vouch these types of transactions, the authenticity of the transaction, that is, whether it is 
properly authorised by the authority and whether the amount of transaction is duly capital- 
ised or not should be checked. 


Land and building 
Documents to be checked 


(i) Title deed (v) Receipts 
(ii) Mortgage deed in case (vi) Architect's certificate 
of mortgaged property (vii) Fixed asset register 
(iii) Broker’s note (viii) Minutes of the directors meeting 


(iv) Contract 


Duty of the auditor 


(i) The land and building may be freehold or leasehold. If it is freehold, it should be 
verified with the owner’s title. But if it is leasehold, the base deed should be 
examined. 


(ii) If the property is purchased directly from the vendor and if any contract is made 
with the vendor, that contract should have to be checked. 


(iii) It also requires to be examined whether the ownership title of the property in favour 
of the client is legal or not. 


(iv) The various incidental charges are required to be incurred for the purchase of land 
and buildings, e.g. registration expenses of the property. These expenses should be 
verified with proper documents and receipts and the auditor should also confirm 
that these expenses have been duly capitalised. 


(v) Ifany building is constructed for the purpose of business, the contract made with the 
building contractor should be examined and in order to confirm the cost of construc- 
tion, the certificate from the architect should be examined. 

Assets acquired on H.P. system 
Documents to be checked 
(i) Board’s minute book (iv) Receipts from the vendor 
(ii) Hire purchase agreement (v) Bank statement 
(iii) Fixed assets register 
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Duty of the auditor 


(i) The minutes book of the Board meeting should be checked in order to confirm that 
the purchase of assets on hire purchase system has been approved by the Board. 
(ii) The hire purchase agreement should be checked carefully and the description of the 
assets, cost of the assets, hire purchase charges, terms of payment and rate of interest 
should be noted. 


(iii) It should be ensured that the concerned assets have been included in the related 
asset account at its cash value. It should also be checked that instalments due have 
been paid according to the terms of the hire purchase agreement. 

(iv) It should be checked that the hire purchase charges applicable to the period from the 
commencement of the agreement to the end of the financial year have been charged 
against current profits. 

(v) Itshould also be confirmed that the assets acquired on hire purchase basis have been 
included at its cash value in the balance sheet and depreciation has been calculated 
on the cash value from the date of the purchase. The amount due to the hire purchase 
vendor in respect of the capital outstanding has either been shown as a 
deduction from the asset concerned or as a separate amount under current liabilities. 


Trademark and copyright 

Documents to be checked 
(i) Schedule of trademarks and copyright (iii) Contracts 
(ii) Assignment deed or agreement 


Duty of the auditor 
(i) A schedule of trademarks and copyright duly signed by the responsible officer 

should be obtained and the same should be scrutinised. It should be confirmed that 
all of them are shown in the balance sheet. 

(ii) The written agreement in case of assignment of copyright and the assignment deed 
in case of transfer of trademarks should be examined. 

(iii) Existence of copyright should be verified by reference to contract between the client 
and the other party. 

(iv) It should be seen that the value has been determined properly and the cost incurred 
for the purpose of obtaining the trademarks and copyrights have been capitalised. 

(v 


Sit 


It should also be ascertained that the legal life of the trade marks and copyright have 
not yet expired. 


(vi) It should also be ensured that the amount paid for both the intangibles and assets is 
properly amortised having regard to appropriate legal and commercial considera- 
tion. 


5.11.2 Vouching of Investments 


Documents to be checked 
(i) Broker’s purchase note (iv) Bank passbook 
(ii) Letter of allotment and calls (v) Receipts 
(iii) Share certificate or debenture certificate (vi) Director’s meeting minute book 
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Duty of the auditor 


G) 


(ii) 


(iii) 
(iv) 

(v) 
(vi) 


The auditor should examine whether investment has been made in accordance with 
the governing laws. Generally the organisation has its own rules regarding invest- 
ment of money outside the business. It is required to be verified whether these rules 
have been complied with or not. Apart from this, it has to be seen that the governing 
provisions of the Companies Act regarding investment has been followed or not. 


Investments are generally purchased through brokers. If the shares etc. are pur- 
chased through brokers, the price paid should be verified with broker’s bill and the 
receipt. 

If the investments are purchased through banks, the bank passbook should be 
checked. 

On the basis of the Directors’ meeting minute book, the auditor should confirm 
about the approval of the board for the purchase of investments. 

The auditor should verify the title of the investment through register to confirm that 
the investments purchased have been transferred in the name of the company. 

If the investment is purchased at cum-dividend, it should be examined whether the 
purchase price has been shown properly under capital and revenue and the divi- 
dend receivable during the period has been accounted for or not. 


5.11.3 Vouching of Borrowing from Banks 
Documents to be checked 


(i) 
(ii) 
(iii) 
(iv) 
(v) 


Certificate from bank for securities deposited 
Minutes of the Board meeting 

Bank statement 

Letter of loan sanction 

Bank passbook 


Duty of the auditor 


(i) 


(ii) 


(iii) 


Borrowing from bank may be either in the form of overdraft limits or cash credit. The 
auditor should confirm about the type of the loan from the letter of loan sanctioned 
from the bank. 

Reconciliation of the balances in the overdraft or cash credit with that shown in the 
passbook should be done and it should be confirmed that the last mentioned balance 
by obtaining a certificate from the bank showing the balance in the accounts as at the 
end of the year. 


A certificate from the bank showing particulars of securities deposited with the bank 
as security for the loan should be obtained. It should be confirmed that the same has 
been correctly disclosed and duly registered with the Registrar of Companies and 
recorded in the register of charges. 

The auditor should verify the authority under which the loan has been raised. In the 
case of a company, only the Board of Directors is authorised to raise a loan or borrow 
from a bank. 

He should also confirm in the case of a company that the restrictions contained in 
Section 223 of the Companies Act as regards the maximum amount of loan that the 
company can raise has not been contravened. 
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(vi) It should also be ascertained that the purpose for which the loan has been raised and 
the manner in which it has been utilised and that this has not prejudicially affected 
the concern. 


5.11.4 Vouching of Trading Transactions 
Credit purchases 
Documents to be checked 


(i) Purchase invoices (iv) Copies of challans from supplier 
(ii) Copies of orders placed (v) Goods inward register 
(iii) Goods received note (vi) Stock records 


Duty of the auditor 


(i) The main objective of vouching of credit purchases is to see that all purchase 
invoices are entered in the purchase book and the goods entered in the purchase 
books are actually received by the client and the client pays for only those goods, 
which are delivered by the supplier. 

(ii) The auditor should examine the internal check system in force and should see that 
only credit purchases of goods are recorded in the purchase book. 

(iii) It should be confirmed that the purchase of goods is sanctioned by a responsible 
official and only those goods are purchased in which the organisation deals with. 

(iv) The goods purchased should be actually received by the client. For this purpose, the 
goods inward register, stock records and challan from the supplier should be veri- 
fied. 

(v) The auditor should be more careful while vouching the purchases made in the first 
month and the last month of the accounting period, because sometimes the pur- 
chases of the last year may be included in the purchase of first month of the current 
year or purchases of the last month of the current year may be recorded in the next 
year. As a result, the profit and loss account of the current year will not present true 
and fair position of the operating results. 


Credit sales 
Documents to be checked 
(i) Sales invoices (iv) Stock records 
(ii) Challan (v) Purchase order from customers 


(iii) Sales register / Goods outward register 


Duty of the auditor 


(i) The main objective of vouching of credit sales is to see that all sales invoices are 
entered in the sales book and the goods sold entered in the sales book are actually 
disposed off by the client and the client receives for only those goods which are sup- 
plied to the customers. 


(ii) The auditor should examine the internal check system in force and should see that 
only credit sales of goods are recorded in the sales book. 

(iii) The sales register should be examined with copies of sales invoices. The sale of capi- 
tal goods shall not be recorded in the sales book. 


& Auditing: Principles and Techniques 


(iv) The sales tax etc. collected through sales invoices must be recorded under separate 
accounts. 

(v) It should be verified that all sales invoices are prepared on the basis of challan and 
then sales invoices are entered in sales book and from there, posted to the respective 
customer account. No sales invoice should be left unrecorded. 

(vi) Trade discount allowed to the customers should be checked. No separate entry for 
discount should be passed in the books. 

(vii) The statement of accounts should be verified by obtaining confirmation from the 
customers. 

(viii) The auditor should be more careful while vouching the sales made in the first month 
and the last month of the accounting period, because sometimes the sales of the last 
year may be included in the sales of the first month of the current year and sales of 
the last month of the current year may be recorded in the next year. As a result, the 
profit and loss account of the current year will not present true and fair position of 
the operating results. 


Consignment sale 
Documents to be checked 
(i) Consignment day book 
(ii) Account sales 
(iii) Agreement between the consignor (client) and the consignee 
(iv) Balance confirmation certificate from the consignee 
(v) Pro-forma invoices 
(vi) Goods outward book 


Duty of the auditor 


(i) It should be ascertained that credit has been taken only for the profit on the goods 
sold through the consignee before the year end. No profit should be taken for the 
profit on goods remaining in the hands of the consignee. 

(ii) Where it is desired to show the result of each consignment, the goods sent on con- 
signment, through consignment day book, should be debited to the consignment 
account. The auditor should check debits in each of consignment account by 
reference to the pro-forma invoice, consignment day book, goods outward book, 
transport documents of the goods, acknowledgement of the goods by the consignee 
and the account sales. 

(iii) Credits in the consignment account should be verified with the help of the account 
sales received from the consignee. 

(iv) The agreement between the consignor and the consignee should be verified to check 
the commission and other expenses, which are credited to consignee account. 

(v) It should be ensured that the stock lying with the consignee at the year end should be 
taken in the balance sheet at cost on a consistent basis and credited to consignment 
account to arrive at the result of the consignment transactions. 

(vi) Confirmation of the balance in the account of the consignee should be obtained from 
him. 
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(vii) Sometimes the goods are consigned not at cost but at an inflated price. The auditor 
should see that the necessary adjustments to remove the loading are made at the end 
of the year. 


(viii) It is possible that the goods consigned are treated as ordinary sales. The auditor 
should see that necessary adjustments are made at the year end in respect of the 
unsold goods, commission and the expenses incurred by the consignee. The 
consignee should not be shown as a debtor for unsold goods and in valuation of 
stock, these goods should be included in stock at cost worked out on a consistent 
basis. 


Goods on sale or return 

Documents to be checked 
(i) Receipt of approval from customer (iii) Stock records 
(ii) Sales invoices (iv) Goods inward book 
(v) Goods outward book 


Duty of the auditor 
(i) The auditor should see that whether a seperate record has been maintained for 
goods sold on approval basis. 

(ii) He should ensure that the goods sent has not been included in sales unless the cus- 
tomer has intimated his approval or the stipulated time limit for such approval has 
expired. 

(iii) The auditor should also check the internal control system in respect of sales on 
approval basis. Usually, on the receipt of approval from customers or expiry of time 
limit, sales invoices are prepared, a copy of which is sent to the customer. 


(iv) Itis also required that necessary arrangements should made to get back the goods, if 
within the stipulated time, the customer informs about the return of the goods. 


(v) He should also verify whether the goods sent on sale or return basis has been taken 
in the closing stock as stock with customer, if no intimation has been received from 
the customer or if the time limit has not expired. 


(vi) He should also get a statement from customer that the goods are lying with him on 
approval basis. 


5.11.5 Vouching of Cash Book 
Collection from debtors 
Documents to be checked 
(i) Sales invoices (iv) Existing and past discount chart 
(ii) Receipts issued to customers (v) Correspondence with the customers 
(iii) Statement of customers accounts 


Duty of the auditor 


(i) The auditor should first of all check the existing internal control system in respect of 
cash collection, particularly collection from customers. When cash is received from 
customers, a cash memo is issued; a counterfoil or carbon copy of such cash memo is 
retained by the receiving clerk. The auditor should verify the amount received from 
customers from that counterfoils or carbon copies issued. 
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(ii) He should also ensure that amount received from customers has been entered in the 
cash book on the day it is received. 


(iii) He should also ensure that all these receipts are serially numbered. If any receipt is 
found to be missing, he should ask for clarification from the concerned officials. 


(iv) It should be seen that the discount allowed to customers is authorised by a responsi- 
ble officer. In addition to that, the terms and conditions of discount should be prop- 
erly ascertained and the discount rates should be compared with the rates prevailing 
in the market. 


(v) Incase of suspicion, the auditor can contact the customers directly with the approval 
of the client to verify the receipt of cash from them. 


Interest and dividend received on investments 

Documents to be checked 
(i) Bank statement (iii) Schedule of securities 
(ii) Dividend warrants (iv) Agreement with party 


Duty of the auditor 
(i) While vouching dividends, the auditor should check dividend warrant counterfoils 
and covering letters received along with the cheques. 


(ii) If the dividend and interest is collected through bank, the auditor should verify the 
amount from the bank statement. In case of warrant received and amount not yet 
collected by the bank, the auditor should ensure that it has been shown as cheque yet 
to be collected. 

(iii) While vouching interest, the auditor should check the fixed interest bearing security 
statement. Interest on bank deposit should be checked from the bank passbook. But 
if interest is on the loan given to a party, it can be checked from the agreement made 
with the concerned party. 


(vi) The auditor should ensure that all interest received and accrued have been 
accounted for in the books and properly shown in the balance sheet. 


(v) If interest or dividend is received for the pre-acquisition period, the auditor should 
see whether proper adjustment has been made with the cost of investment for this 
pre-acquisition dividend or interest. 

Bad debts recovered 
Documents to be checked 
(i) Notification from the court/ bankruptcy trustee 
(ii) Letter from collection agency 
(iii) Letters from debtors 
(iv) Schedule of bad debts 
(vi) Bank passbook 


Duty of the auditor 


(i) The auditor should ascertain the total amount lying as bad debt. In some cases, the 
court distributes the amount recovered from the insolvent person to his creditors in 
proportion of their claims. In this respect, total amount of debt, treated as bad from 
the party concerned plays a very important role. 
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(ii) The auditor should ensure that all the bad debt recovery has been properly recorded 
in the books of accounts. 


(iii) Credit manager’s files are also to be checked properly for the purpose of ascertaining 
the actual amount recovered. 

(iv) The auditor should also ensure that the amount collected on account of bad debt 
recovery has been deposited into the bank promptly. 


(v) The amount recovered should also be counterchecked from the counterfoils or car- 
bon copies of the receipt issued to the debtors. The auditor should also ensure that 
all these receipts are serially numbered. 


Insurance claim received 
Documents to be checked 
(i) Counterfoil of the receipt (iv) Copy of the survey report 
(ii) Insurance policy (v) Correspondence with the insurance company 
(iii) Statement of claim submitted 


Duty of the auditor 
(i) The auditor should check the counterfoil of the acknowledgement of receipt issued 
by the client to know the actual amount recovered from the insurance company. 
(ii) The auditor should examine the statement of the claim submitted by the client along 
with the insurance policy to ensure that the claim has been submitted according to 
the provisions in the insurance policy. 

(iii) All the correspondences with the insurer on final determination of claim and pay- 
ment thereof should be examined along with the copy of survey report. 

(iv) The accounting treatment of the amount received should be examined in order to 
ensure that revenue is credited with the appropriate amount and that in respect of 
claim against an asset, the profit and loss account is debited with the shortfall of the 
claim admitted against the book value. 

(v) The auditor should also see that entries in the profit and loss account has been 
appropriately described, if the claim was lodged in a previous year but no entries 
were passed then. 


Cash sales 

Documents to be checked 
(i) Sales invoices (iii) Copies of cash memo 
(ii) Cash sales summary 


Duty of the auditor 
(i) The system of internal check should be examined with the objectives of finding out 

the defects therein, if any, whereby cash sales could be misappropriated. 

(ii) The practice followed in the matter of issuing cash memos should be ascertained. 
Cash sales are usually verified with carbon copies of cash sales. 

(iii) One of the important matters to which the auditor should pay attention is that the 
dates on the cash memos should tally with those on which cash collected in respect 
thereof has been entered in the cash book. 
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(iv) The computation of sales should be ascertained by the auditor in order to verify 
whether the price of goods sold has been calculated correctly. 


(v) If a cash memo has been cancelled, its original copy should be inspected because 
there could be a possibility of misappropriation of the amount thereof. 


(vi) If cash collections are made through automatic cash registers, the daily totals 
entered in the cash book should be checked with the current rolls. 
Income from house property 
Documents to be checked 
(i) Bills issued to tenants (iv) Statement of rent received 
(ii) Tenancy agreement (v) Rent reconciliation statement 
(iii) Rent receipts 


Duty of the auditor 


(i) The auditor should examine the rent received from house properties with the coun- 
terfoils of the rent receipts in order to ascertain the amount of rent and the period for 
which it is paid. 

(ii) He should check the copies of bills issued to the tenants by reference to the agree- 
ment with the tenant and charges paid by the client on behalf of tenants, e.g. electric- 
ity charges. 

(iii) He should verify the statement of rent received prepared tenant-wise or property 
wise, if any, and check it with the rent register, if any maintained for the tenants. 


(iv) He should also vouch the entries for rent received in advance or accrued rent in 
order to see that proper adjustment entries are passed for the amount of rent pertain- 
ing to the accounting year concerned. 


(v) Reconciliation between the amount of rent received and the amount of rent receiv- 
able should be done by the auditor and if there is any difference, it should be 
enquired into. In this context, adjustment against deposit, if any, should also be 
checked. 


(vi) The auditor should obtain a certificate from the responsible officer in respect of any 
vacant property during the year. 
Remuneration paid to Directors 
Documents to be checked 
(i) Resolutions of the general meeting (iv) Director’s attendance register 
(ii) Articles of Association (v) Receipts issued by the Directors 
(iii) Agreement with the Directors 


Duty of the auditor 
(i) The auditor should check the terms and conditions of appointment of Directors first 
by referring to the minutes of the general meeting. 
(ii) He should also examine the Articles of Association in order to ascertain the mode of 
payment. 


(iii) The agreement with the directors should also be checked to know the amount to be 
paid to the directors for attending board meetings and for other works by way of 


(iv) 


(v) 


(vi) 
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commission or otherwise. In this respect, the auditor should also check the Director’s 
attendance in the board meetings as available in the attendance register. 

It should be ensured that all the legal formalities as per the provisions of Sections 
198, 309, 349 and 350 and Schedule XIII of the Companies Act, where applicable, 
have been duly complied with. 

Computation of the net profits and the commission payable to directors in terms of 
clause 4A of Part II of Schedule VI to the Companies Act should be checked thor- 
oughly. 

The amount paid to the Directors, as their remuneration should also be checked with 
receipts issued by the directors for this purpose. 


Travelling expenses 
Documents to be checked 


(i) 
(ii) 
(iii) 


Travelling rules of the organisation (iv) Board meetings minutes 
Approved tour programmes (v) RBI permission letter 
Tour report (vi) Air, railway tickets etc. 


Duty of the auditor 


(i) 


(ii) 


(ili) 


(iv) 
(v) 


(vi) 


Before conducting vouching work of travelling expenses, the auditor should know 
the rules of the organisation on admissibility and rates of travelling expenses and 
daily allowances. 

The auditor should ensure first whether the travelling expenses have been incurred 
only on those tour programmes, which are approved by the competent authority. 
The auditor should then thoroughly check the travelling expenses bills submitted by 
the employees along with the supporting vouchers as may be appropriate. 

The auditor should also confirm that the statement of business done or tour report 
has been submitted by the employees and reviewed by proper authority. 

In case of foreign trip, the board’s resolution should be seen, to ensure that the trip 
has been sanctioned. The auditor should also ensure that necessary permission has 
been obtained from the Reserve Bank of India for foreign exchange transactions in 
connection with foreign trip. 

It should also be checked by the auditor that advances, if any, taken by the 
employees for this purpose have been properly accounted for. 


Cash purchases 
Documents to be checked 


(i) 
(ii) 
(iii) 


Cash memo (iv) Payment order 
Cash bill (v) Original receipts from the payee 
Goods inward book 


Duty of the auditor 


(i) 


Cash purchase is an important area where the defalcation and misappropriation of 
cash is made possible. For this reason, it should be carefully examined by the auditor 
whether proper authorisation is there for such purchase from the appropriate 
authority. 
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(ii) In case of emergency, cash purchase of goods may be made. So, the auditor should 
evaluate the situation under which cash purchase is made to ascertain the emer- 
gence of such purchase. 

(iii) Usually purchase of stores and stationery items are made on cash basis. So the 
auditor should ensure that there is adequate internal control system, which will help 
in controlling manipulation of cash purchases. 


(iv) It should be seen that the goods purchased are actually received by the storekeeper. 
For this purpose, cash memos can be compared with the entries in goods inward 
book to verify the actual goods received. 

(v) The auditor can also check the discount facilities provided by the suppliers and 
ensure that only net amount after deducting discount availed have been entered in 
the books. 


Salaries and wages paid 
Documents to be checked 


(i) Salary bills (iv) Appointment letters 
(ii) Wage sheets or pay roll (v) Service agreement 
(iii) Counterfoil of cheques (vi) Employment registers 


Duty of the auditor 
(i) For the purpose of vouching salaries and wages, the auditor is required to go 
through the internal procedure and confirm that they are not altered since the last 
audit. 

(ii) The additions, calculations and castings of the salary bills and wage sheets should be 
properly checked by the auditor. 

(iii) The total amount paid for salaries and wages should be compared with the entries in 
the cash book. For this purpose, the auditor should compare the total of wage sheet 
and salary bill with the amount of cheque withdrawn. If there is any excess amount 
withdrawn, the auditor should ensure that it is deposited into the bank immediately. 

(iv) It should be the duty of the auditor to ensure that the unclaimed salaries and wages 
have been deposited into bank or the concerned cheque has been cancelled. 

(v) The auditor has to see whether the wage sheet and salary bill is duly certified by a 
responsible officer and check the employment register for the purpose of finding out 
dummy employees and workers. 

(vi) He should further check attendance records, salary bill and wage sheets of earlier 
months and appointment letter of new employees. If there is an abnormal increase in 
the wages and salaries of a month over the previous month, he should enquire into 
the reasons for such increase. 


Payment of sales tax 
Documents to be checked 
(i) Periodical sales return (iv) Reconciliation statement 
(ii) Treasury challans (v) Certificate from registered dealers 
(iii) Sales tax assessment order 
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Duty of the auditor 


(i) The auditor should see the challan receipts of the Reserve Bank of India or State 
Bank of India or any other bank as per sales tax department's list in support of the 
payment vouchers and should ensure that the amount of tax deposited agrees with 
the amount of tax payable as per the return submitted. 

(ii) He should also check sales tax register with the copies of invoices and confirm that 
proper sales tax has been charged, collected and deposited. 


(iii) He should check the calculations made in the returns and ascertain that the total 
liability as per returns agrees with the sales tax collected and thus ensure that the 
sales tax payable and liability of each year are properly recorded. 

(iv) He should obtain the certificates from registered dealers to ascertain that the sales 
tax returns agree with the sales tax collected by them for the period as shown in dif- 
ferent invoices. 

(v) Finally, the auditor should find out the total tax liability and ensure that proper 
provision has been made in the accounts for tax liability. 


Research and development expenditure 
Documents to be checked 
(i) Minutes of the board meeting 
(ii) Memorandum and articles of association of the client 
(iii) Annual budget 
(iv) Receipts and other relevant papers from the third parties 


Duty of the auditor 


(i) The nature of research and development work has to be ascertained first by the 
auditor to ensure that it is related with the normal activities of the undertaking. 


(ii) The auditor should also ascertain whether the concerned research activity is author- 
ised by the board and has relevance to the objectives of the company and ensure that 
no expense unrelated to the research and development programme is allowed to be 
debited to this account. 

(iii) The auditor should check the accounting entries passed for this purpose. He should 
confirm that if the research expenses are paid for developing products or for invent- 
ing anew product, they are treated as deferred revenue expenditure to be written off 
over a period of three to five years, if successful. In case, it is established that the 
research effort is not going to succeed, the entire expenses incurred should be writ- 
ten off to the profit and loss account. 

(iv) He should also ensure that if any plant and machinery have been purchased spe- 
cially for the purpose of research activity, the cost thereof, less the residual value is 
appropriately debited to the research and development account over the years of 
research. 

(v) The auditor should see that the tax benefit arising out of the research and develop- 
ment expenses is taken into account in creating tax provision. 

(vi) Finally, he should ascertain the accounting policy of the concern regarding treat- 
ment of research and development expenditure and its consonance with AS-8 as 
issued by the Institute of Chartered Accountants of India. 
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Travelling salesman’s commission 
Documents to be checked 
(i) Agreement with the salesman (iv) Appointment letters of the salesman 
(ii) Receipts issued by salesman (v) Commission statement 
(iii) Statement of sales 
Duty of the auditor 


(i) The auditor should see the appointment letter given to the salesman or the agree- 
ment with the salesman in order to know the rate of commission entitlement and 
other terms and conditions of his assignment. 

(ii) An examination of the statement submitted by the salesman regarding sales should 
be made and checked with the sales records in order to find out the amount of sales 
affected by the salesman. This is required as usually sales commission is paid on the 
basis of sales affected through a salesman. 


(iii) The auditor should also check the statement of commission submitted by the sales- 
man in order to check the accuracy of calculation of commission payable to the sales- 
man. 

(iv) It should be ensured by the auditor that the commission is paid only on sales booked 
and executed within the year and the payment of commission should be vouched 
with the receipts signed by the salesman. 

(v) The auditor should also check whether provision has been made in the accounts for 
commission due but not paid to the salesman. 


Freight, carriage and custom duty 
Documents to be checked 


(i) Freight note (v) Custom duty payment challan 
(ii) Transport receipts (vi) Correspondence with transporters 
(iii) Rate schedule of transport charges and customs authorities 


(iv) Rate of custom duty 


Duty of the auditor 
(i) The auditor should ascertain the nature of expenses first, i.e. whether they relate to 
the purchase of raw materials or purchase of assets or sale of goods as the accounting 
treatment of these expenses depend on the purpose for which they have been 
incurred. 
(ii) He should ensure that all the expenses incurred in this connection are properly 
authorised. 

(iii) He should ascertain the possibility of duty drawback or refund of custom duty, if 
any, and see whether adequate adjustments have been made in the books of account 
for this purpose. 

(iv) The auditor should also refer to the terms and conditions of purchases and sales to 
know whether the expenses incurred in this connection are recoverable from the 
third party. 

(v) He should also check the adequacy of transit insurance to cover the risk of loss due to 
goods lost in transit. 
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(vi) The auditor should also examine all the relevant documents and ensure that all the 
payments made in this connection have been fully accounted for. 


Preliminary expenses 
Documents to be checked 
(i) Board’s minute book (iv) Prospectus 
(ii) Receipts for the registration fees paid (v) Statutory report 


(iii) Bills and receipts issued by the printers (vi) Other supporting papers and 
vouchers 


Duty of the auditor 
(i) The auditor should ascertain first as to whether the expenses capitalised as prelimi- 
nary expenses are actually connected with the formation of the company. 


(ii) The expenses incurred for the formation of the business should be approved by the 
Board of Directors in their meeting. It is the duty of the auditor to see whether the 
expenses incurred has got due approval from the authority. 


(iii) The auditor should also justify the expenses from the angle of propriety aspect of the 
business. He should check the tightness of the amount of expenses. 


(iv) The accounting policy of the concern regarding writing off of preliminary expenses 
should also be evaluated in order to justify the appropriateness of the policy 
adopted. 


(v) Insome cases, the approval from the shareholders is also required to be obtained for 
incurring expenses on account of preliminary expenses. The auditor should confirm 
that the required approval has been obtained from the shareholders in this regard. 


(vi) The concern is also entitled to get exemption for the preliminary expenses incurred 
in computing business income under the Indian Income tax Act. The auditor should 
see whether this aspect is properly dealt with or not. 


Royalty payable to a foreign collaborator 
Documents to be checked 
(i) Collaboration agreement 
(ii) Statement of royalty payable 
(iii) Permission from Reserve Bank of India 
(iv) Receipts from the foreign collaborator 
(v) Other supporting papers and vouchers 


Duty of the auditor 
(i) The auditor should go through the agreement with the foreign collaborator to note 
the rate of royalty, method of calculation of royalty, mode of payments etc. 

(ii) He should also examine the statement showing detailed calculation of royalty pay- 
able and verify whether it has been calculated according to the agreement along 
with the checking of payment vouchers. 

(iii) He should confirm that adequate and necessary provision has been made for the 
royalty accrued but not yet paid to the foreign collaborator during the year. 
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(iv) He should ensure that necessary permission has been obtained from the 
Reserve Bank of India for making payments outside the country, if royalty is 
required to be payable in foreign currency. 


(v) The auditor should also examine that the requirement of short working facility is 
duly availed off. 


(vi) The amount of royalty paid or payable during the year should be compared with 
that of the previous year and reasons for variation, if significant, should be inquired 
into. 

Custom duty paid on import of machinery 
Documents to be checked 
(i) Accounts submitted by the clearing agents 
(ii) Deposit account with custom authorities 
(iii) Receipts issued by custom authorities for payments made 
(iv) Statement of duty payable 
(v) Other supporting papers and vouchers 


Duty of the auditor 


(i) The auditor should ensure that the custom duty paid is in connection with the 
import of machinery only and the machinery is purchased for the use of the business 
concerned. 


(ii) He should verify the amount of custom duty with reference to bill of entry duty 
stamped by custom authority. 


(iii) If the machinery is imported through clearing agents, the auditor should also refer 
the accounts submitted by the clearing agent in order to ensure total charges includ- 
ing custom duty on account of import of machinery. 


(iv) The payment of custom duty should be checked with the receipts received from the 
custom authority. 


(v) The auditor should check the accounting aspect of custom duty paid against import 
of machinery, i.e. whether it has been capitalised by debiting machinery account. 
Insurance premium paid 
Documents to be checked 
(i) Insurance policy 
(ii) Insurance premium receipts 
(iii) Cover note issued by the insurance company 
(iv) Correspondence with the insurance company 
(v) Other supporting papers and vouchers 


Duty of the auditor 


(i) For the purpose of vouching insurance premium paid on different policies first of all 
the adequacy of the insurance should be examined very carefully. It should be the 
duty of an auditor to review the insurance policy periodically in order to ascertain 
the under-insurance in each of the policies undertaken. 

(ii) The auditor should check the payment of insurance premium from the receipts 
obtained from the insurance companies. 
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(iii) Itshould be ensured by the auditor that premiums are not in arrears and the prepaid 
insurance has been properly adjusted against subsequent premium payable. 

(iv) If the insurance premium paid against risk of fire etc. on any property, the auditor 
should confirm that the property belongs to the concern. However, if the premium is 
paid against key-man insurance policy, the auditor should evaluate the necessity of 
such insurance coverage. 

(v) Finally, the auditor should check the entries passed for the premium paid to ensure 
that proper distinction has been made between fire and other natural hazards insur- 
ance with key-man insurance. 


Commission paid to sole-selling agent 

Documents to be checked 
(i) Agreement (iii) Accounts sales sent by agent 
(ii) Receipts 


Duty of the auditor 
(i) The auditor should be aware regarding the percentage of commission payable to the 

sole-selling agent. 

(ii) He should check the sales figure of account sales sent by the agent and the calcula- 
tion of commission. 

(iii) He should confirm whether in the agreement there is provision for adjustment of 
bad debt with the commission payable. 

(iv) He should verify the amount of commission with reference to cash book and the 
receipts from the commission agent. 

(v) The auditor should see that unpaid commission has been duly provided for in the 
accounts. 


AUTHOR’S NOTE 


In this chapter, a number of transactions are considered for vouching purposes, but it is not possible to 
consider every possible type of transaction that could be the subject of an examination question. From the 
transactions discussed in this chapter, it is expected that the students should be able to answer any type of 
transactions in the examination by following the approach adopted for vouching different transactions. 


POINTS TO PONDER 


e The examination of documentary evidence in support of transactions contained in the 
books of account is referred to as vouching. It is the technique followed in an audit for 
establishing authenticity of the transactions recorded in the primary books of accounts. 

e Objectives for which an auditor adopts vouching technique include checking that all 
transactions recorded in the books of account, verifying that no fraud or error has been 
committed, ensuring that every transaction recorded has been adequately recorded, 

confirming that the figures presented in the books of accounts are reliable etc. 


a 


& Auditing: Principles and Techniques 


Va 


Vouching is the backbone of audit. Without vouching, auditing of financial statements | 
cannot be conducted. By conducting vouching, the auditor ensures that a transaction is 
recorded in the proper account, a transaction pertains to the organisation, there is proper 
authorisation for all transactions, all transactions have been recorded and transactions 
have been classified and disclosed according to generally accepted accounting principles. 
Vouching and verification are not same. Vouching deals with the examination of the 
transactions at their point of origin, while verification usually deals with the balances 
contained in the balance sheet and profit and loss account. 


Vouching includes routine checking, checking of all totals, subtotals, carry forwards, 
posting and checking of all ledger accounts. The scope of routine checking is confined to 
the books of accounts but in case of vouching, the auditor has to go beyond the books of 
accounts in order to trace out the source of transaction. 

Voucher is documentary evidence, both internal and external, which is used to support 
the entries made in the books of accounts of an enterprise. Vouchers can be of two types: 
primary voucher and collateral voucher. 

The evidence that a voucher provides may be of various nature and can be of two types: 
internal evidence and external evidence. 

For proper and effective vouching, an auditor should follow certain principles, which 
include authenticity of transaction, accuracy of amount recorded and proper classification 
of accounts. Besides, the auditor should see the date, authorisation, firm name, 
completeness and the accounting aspect of the transaction. 

Teeming and lading is a method adopted to misappropriate cash. Misappropriation of 
cash is activated by making a false entry relating to a transaction, which in turn is 
cancelled by a further entry and so on until such fraud is discovered. J 


REVIEW QUESTIONS 


Short-answer Questions 


1. 


2 
3. 
4 


Write the objectives of vouching. 


. What do you mean by vouchers? What are its different types? 


Distinguish between vouching and routine checking. 


. Explain the following statements. 


(a) Vouching is the essence of auditing. 

(b) In vouching payments, the auditor does not merely seek proof that money has been 
paid away. 

What do you mean by ‘teeming and lading’? What is the duty of an auditor in this respect? 


State what information would you require and what documentary evidence would you see 
while vouching Director’s remuneration. 


Will you accept the following as good voucher? 
(a) A bill of Rs. 5,000 submitted by a salesman for his travelling allowance 
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(b) A cash memo for Rs. 500 for a perambulator of a company producing rolled steel 

(c) Hotel bills submitted by the sales manager amounting to Rs. 10,500 

(d) A statement of account received from a debtor claiming an amount of Rs. 4,500 as bal- 
ance due to him on account of unadjusted advance; the amount has been credited to the 
sales account 

(e) Traveling allowance bills of the manager amounting to Rs. 500 for attending meeting 
convened by the State Government for public interest 

(f) A statement of account from a clearing agent claiming Rs. 2,000 as import duty paid on 


behalf of the client 

(g) Rent received for a house at Nagpur, the company having its office and factory at 
Mumbai 

8. Give the type or types of evidences generally available in respect of the following: 

(a) Construction work-in-progress (f) Contingent liability in respect of bills 

(b) Leasehold land discounted 

(c) Balance with bank (g) Furniture and fixture 

(d) Goods in transit (h) Royalty paid to foreign collaborator 


(e) Returns outward 


Essay-type Questions 
1. How do you vouch the following? 
(a) Custom duty paid on import of machinery (e) Interest and dividend received 


(b) Income from house property (£) Directors fees paid 
(c) Royalty payable to a foreign collaborator (g) Preliminary expenses 
(d) Traveling expenses (h) Insurance premium paid 
2. How would you as an auditor examine the following? 
(a) Goods sent on sale or return (c) Payment of interest on share capital 
(b) Goods sent on consignment (d) Shares issued at a discount 


3. State what information would you require and what documentary evidence would you see 

while vouching the following: 
(a) Freight, carriage and custom duty (c) Credit purchase 
(b) Commission paid to sole-selling agent (d) Book debts realised 

4. What is vouching? Discuss the features of vouching? State the important considerations 
before conducting vouching. 

5. While auditing the accounts of a trading concern, how would you examine that all liabilities 
incurred before the close of the year in respect of wages, freight and travelers commission 
have been included in the accounts? 

6. Discuss the principal consideration involved in the examination of debtors’ and suppliers’ 
ledger. 

7. What are the special steps to be taken by the auditor in vouching the following transactions? 

(a) Sales made during the last few days of the year 
(b) Goods sent to debtors free of charge by way of quantitative discount 
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8. How will you deal with the following as an auditor? 
(a) Bonus to employees, which was hitherto being charged to profit and loss account on 
accrual basis, is now being accounted for on cash basis. 
(b) There is a significant fall in market price of some investments held for a long time by the 
concern. 
(c) Outstanding liabilities for expenses show a considerable fall as compared to last year. 
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INTRODUCTION 


One of the most important duties of an auditor in connection with the audit of the accounts 
of a concern is to verify the assets and liabilities appearing in the balance sheet. He has not 
only to examine the arithmetical accuracy of the transactions in the books of accounts by 
vouching, but also to see that the assets as recorded in the balance sheet actually exist. 


If the auditor fails to verify the assets, he will be held liable as was decided in the case of 
“London Oil Storage Co. Ltd. vs Seear Hasluck & Co. (1904)”. It was held in that case that 
“the auditor should verify the existence of the assets stated in the balance sheet, otherwise 
he will be liable for any damage suffered by the client”. 


MEANING OF VERIFICATION OF ASSETS 


Verification means the proof of existence or confirmation of assets and liabilities on the date 
of balance sheet. 


Verification usually indicates verification of assets of any concern, which can be done 
by the examination of value, ownership, existence and possession of any asset. According 
to Spicer and Pegler, “verification of assets implies an enquiry into the value, ownership 
and title, existence and possession and the presence of any charge on the assets”. 


So, verification is a process, which includes 

e valuation of assets at its proper value 

e ownership and title of the assets 

e confirmation about the existence of the assets 

e satisfaction about the condition that they are free from any charge or mortgage. 


MEANING OF VALUATION OF ASSETS 


Valuation of assets means examination of the accuracy and propriety of the valuation of 
those assets, which are shown in the balance sheet of any concern at the end of the financial 
year. 

So, valuation is an operation, which includes 

e obtaining all the necessary information regarding valuation 

e analysing all the figures available 


e confirming the fact that the valuation is being determined on the basis of generally 
accepted conventions and accounting principles 


e ensuring that consistency of methods are followed for the valuation from year to 
year 
e obtaining an opinion regarding the accuracy of valuation. 


6.4 DIFFERENCE BETWEEN VERIFICATION AND VALUATION 


Valuation of assets is a part and parcel of verification. Without proper valuation of assets, 
verification is not possible. 


6.5 
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Verification includes, apart from valuation, the examination of ownership right, the 
existence of the asset in the business and its freeness from any sort of charge or mortgage. 


IMPORTANCE OF VERIFICATION OF ASSETS 


The auditor’s duty is not complete only when he has vouched the entries appearing in the 
books. The substantiation of an entry under the date on which it is made does not prove the 
existence of the related asset at the date of the balance sheet, nor is the value of such asset 
necessary to be the same as on the date of the original entry. The auditor has the further 
duty of substantiating the existence and value of such items as on the date of the balance 
sheet. This work can be performed through proper verification of assets. 

If the balance sheet contains an asset, which, in fact, does not exist or which is stated at 
a value different from what is considered reasonable, both the balance sheet and the profit 
and loss account would be incorrect. For instance, when the balance of sundry debtors 
include debts amounting to Rs. 5,000, that are irrecoverable and no provision has been cre- 
ated against such bad debts, then the amount of profit, the value of assets and the value of 
proprietor’s fund would be shown in excess by that amount. 

Auditors’ duty under the Companies Act has been extended by the promulgation of the 
Other Companies (Auditors Report) Order ‘2003, issued under Section 227(4A) of the Com- 
panies Act. This order requires the auditor to state in his report some additional matters, 
which include matters like verification of fixed assets and stock. On these accounts, it is 
essential that assets should be verified with utmost care. 


IMPORTANCE OF VALUATION OF ASSETS 


Principally, the auditor is required to verify the original cost of asset and confirm, as far as 
practicable, that such a valuation is fair and reasonable. As regards the manner in which the 
original cost should be ascertained, there are well-defined modes of valuation, which are 
expected to follow. 

Assets are valued either on a ‘going concern’ or a ‘break-up value’ basis. Under 'going 
concern’ method, it is necessary to find out and calculate the cost of acquisition of the con- 
cerned assets and the rate of depreciation required to be provided. ‘Break-up value' basis is 
considered when the company is being wound up. In this method, assets are valued at their 
realisable value. So, value of an asset is being determined differently in different ways. 


It is thus evident that the auditor is expected to apply his knowledge and skill assessing 
the value of each asset with a view to confirm that it is true and fair, having regard to the 
principles on which assets are generally valued. In the words of Lancaster, ” an auditor is 
not a valuer and cannot be expected to act as such. All that he can do is to verify the original 
cost and to ascertain as far as possible that the current values are fair and reasonable and 
are in accordance with the accepted commercial principles”. 

So, valuation forms an important part of every audit. This is because the fairness of the 
balance sheet depends much upon how correctly the valuation of various assets and liabili- 
ties has been made. The auditor has to see that the assets and liabilities appearing in the 
balance sheet have been exhibiting their proper value. 
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6.7 GENERAL PRINCIPLES FOR VERIFICATION AND 
VALUATION OF ASSETS 


The following are the general principles which are required to be considered by the auditor 
in conducting verification and valuation of assets in an organisation: 


1. Acquisition of individual asset The cost of asset acquired should be verified with 
their purchase agreements or ownership rights and the receipts of the seller in respect of the 
price paid. It should be verified that expenditure on assets newly acquired and the renewal 
and replacement of old assets have been correctly recorded in consistent with the method 
that has been generally followed in the past. 


2. Acquisition of group of assets Where a concern has taken over the assets of a going 
concern, the agreement of purchase should be inspected and that the amount paid for them 
should also be ascertained. 


3. Sale of assets When an assetis sold, its sale proceeds should be vouched for reference 
to the agreement, containing the terms and conditions of sale, counterfoil of the receipt 
issued to the purchaser or any other evidence which may be available. 

If the sale of a fixed asset has resulted in capital profit, it should be transferred to capital 
reserve. However, the profit limited to the original cost or a loss should be transferred to the 
profit and loss account. 


4. Depreciation Itis now obligatory for a company to provide for depreciation out of 
profits in accordance with the provisions under Sub-section (1) of Section 205, before any 
profit can be distributed as dividend. 

The law requires that depreciation should be provided in any one of the ways specified 
in Section 205(2) of the Companies Act. 

The value of certain assets (viz. plant and machinery) is also affected by an accident or 
by obsolescence. Any asset which has been discarded after such a happening should be 
shown in the balance sheet only at realisable value. 


5. Physical verification of fixed assets The existence of fixed assets, where practica- 
ble, should be verified by physical inspection or by comparing the particulars of assets as 
entered in the schedule attached to the balance sheet, with the asset register and also recon- 
ciling their total value with the general ledger balances. 


6. Inspection of current assets and investments Wherever possible, all the securities 
and documents of title, cash, negotiable instruments etc. representing the assets should be 
inspected at the close of the last day of the accounting period. If this is not practicable and 
the examination is undertaken at a latter date, a careful scrutiny of transactions subsequent 
to the date of the balance sheet must be made to ensure that the changes in their balances 
that have subsequently taken place are bonafide and are supported by adequate evidence. 


7. Charges on assets It should be ascertained that no unauthorised charge has been cre- 
ated against an asset and all the charges are duly registered and disclosed. 

Where shares or securities are lodged with a bank to secure a loan or an overdraft, a 
certificate should be obtained from the bank showing the nature of the charges, if any. 
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8. Assets with third parties Where assets, e.g. government securities, shares and de- 
bentures, stock sent on consignment, goods sent on sale or approval basis etc. are in the cus- 
tody of a third party other than a bank, these must be inspected. 


PROBLEMS IN VERIFICATION 


Without proper verification of assets and liabilities, it is not possible for the auditor to cer- 
tify the balance sheet as it exhibits a true and fair view of the state of affairs of the business. 
It will never be possible on the part of the auditor to perform the function in his own 
responsibility and in accordance with his own knowledge and expertise. 


Example 

If the auditor is required to verify the stock-in-trade at the end of the accounting period, it will take 
weeks and months to complete this work. Not only that, the auditor will have to take help of experts 
in this line. In addition to that, there are certain assets, which have no physical existence in 
appearance, namely goodwill, patent, copyright, trademarks etc. In these cases, the auditor has 
to conduct verification on the basis of available documents. 


In Kingston Cotton Mills Ltd. Case (1896), it was held that “it is no part of an auditor's 
duty to take stock. No one contends that it is. He must rely on others for the details of stock- 
in-trade”. So there was no breach of duty on the part of the auditor. An auditor is not sup- 
posed to take stock himself and in the absence of suspicious circumstances he can accept a 
stock certificate by a trusted official of the company. 


PROBLEMS IN VALUATION 


The various problems which an auditor faces while conducting valuation of assets and 
liabilities are stated below: 


(a) Character of the assets In some cases, it is not possible to identify the character of 
the asset for the purpose of valuation as whether it is fixed asset or current asset. The mode 
of valuation process of fixed asset is different from the mode of valuation process of current 
assets, e.g. investments. 


(b) Use of assets In some situations, the same asset is available for sale and is again used 
in the organisation. The valuation process also depends on the nature of use of the con- 
cerned assets, e.g. stock of furniture. 


(c) Estimated life The life of the fixed assets are not certain. The valuation of these assets 
is made on the basis of estimated life of the assets. However, the determination of estimated 
life is not an easy task. 


(d) Eventual problems It is not possible for the auditor to take into consideration the 
events that have occurred after balance sheet date, which have the effect on valuation of 
assets. 


(e) Lack of information The auditor may not be in possession of all the relevant infor- 
mation, which are required to be considered by the auditor in the determination of the 
value of assets. 
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6.10 WINDOW DRESSING—A CHALLENGE TO VERIFICATION 


Window dressing may be defined as an artificial practice to show the current ratio position 
favourable. When window dressing technique is adopted in accounting statement presen- 
tations, the financial position is shown in such a way that it seems to be better than what it 
is. It is more of a misrepresentation than fraud. 


Window dressing may be practiced in any one of the following ways: 
(a) Deferring purchases, i.e. purchase of a year may be shown as of next year 


(b) Making extensive drive for the collection of book debts to show the book balance 
favourable 


(c) Recording incomes for the next year in advance in the accounts of the current year 
(d) Showing borrowed capital as long-term debt capital 

(e) Making provision for inadequate amount of depreciation and bad debts 

(f) Charging revenue expenditure as capital expenditure 

(g) Making over-and /or under-valuation of assets and liabilities 


(h) Inflating the profits by entering non-existent items of purchase returns and sales 
return 

(i) Utilising secret reserves during the depression period without making the fact 
known to the shareholders 


The auditor should carefully verify the existence of the assets and liabilities. He should 
see that no attempts have been made by the client to adopt window dressing. It may some- 
times happen that the client may show a particular asset in paper only, which, in fact, does 
not exist physically. Window dressing is a challenge to the work of verification, which 
should be faced by the auditor through conducting of effective verification work. 


6.11 VERIFICATION AND VALUATION OF ASSETS 


Verification of asset is an important audit technique. Conventionally, the scope of this tech- 
nique is limited to inspection of assets and collection of information about the assets. 


Through verification, the auditor should confirm the following: 

e The assets are in existence on the date of the balance sheet. 

e The concerned assets have been acquired for use in the business. 

e The assets have been purchased under a proper authority. 

e The concern has the right of ownership of the assets. 

e The assets are free from any charge not disclosed in the balance sheet. 

e The assets are correctly valued. 

e The assets are correctly presented in the balance sheet. 

Verification of assets is primarily the responsibility of the management. They are 
expected to have a much greater knowledge of the assets of the business as regards their 
condition, location etc. than that which an outsider might be able to acquire on their inspec- 


tion. They are competent to determine the values of the assets at which they should be 
included in the balance sheet. The auditor is only expected to apply his skill and expertise 
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estimating the value of each asset with a view to confirm that they are truly and fairly 
disclosed in the balance sheet. 
For the purpose of applying verification techniques, we may divide the assets into the 
following four categories: 
1. Intangible assets, viz. goodwill, patent, trademark, copyright, etc. 
2. Fixed assets, viz. land and building, plant & machinery, furniture and fixtures, 
motor vehicles etc. 
3. Current assets viz. stock-in-trade, sundry debtors, prepaid expenses and accrued 
incomes, cash and bank balances etc. 
4. Fictitious assets viz. preliminary expenses, discount on issue of shares or debentures 
etc. 


6.12 VERIFICATION AND VALUATION OF INTANGIBLE ASSETS 


6.12.1 Goodwill 


Goodwill is considered as an intangible fixed asset. The value, which is shown in the bal- 
ance sheet, does not appear to be its present value, because the present value of goodwill 
depends upon a number of factors like financial position of the business, earning capacity 
at present and its future trend etc. But in actual practice, it is not valued at cost. 


Valuation of goodwill 

There are several methods of valuation of goodwill. However, goodwill should not be rec- 
ognised in the accounts unless it is purchased. Regarding valuation of goodwill, an appro- 
priate method is to be adopted to write the cost down out of the available profits and in this 
way, it should be ensured that the capital of the business is represented by tangible assets 
only. 


Auditor's duty regarding valuation 


1. The auditor should confirm that goodwill appearing in the balance sheet has not 
been shown in excess of its cost price. 
2. The auditor should see that the goodwill is never appreciated in the books of a com- 
pany. 
Verification of goodwill 
Goodwill is the excess price paid for a business as a whole over the book value or the com- 
puted value or the agreed value of all tangible assets purchased. It is not possible to be veri- 
fied physically; hence verification of goodwill means proper checking of accounting entries 
passed for goodwill. 


Auditor's duty regarding verification 
1. The goodwill as recorded in the books of accounts should be properly examined and 
the same is to be verified with the balance sheet. 
2. If goodwill is created on account of purchasing a running business, the auditor 
should verify it with the contract made between the client and the vendor. 


Q Auditing: Principles and Techniques 


3. Sometimes, management intends to capitalise the current expenditure by raising 
goodwill, which is usually high. The auditor should raise objection to this practice. 

4. In case of goodwill once written off, but later on brought back in order to write off 
the debit balance of profit and loss account or any capital loss, the auditor should 
investigate the reasons for this and may refer to the resolutions adopted at the direc- 
tors meeting and the approval of the shareholders. 


5. The auditor should ensure that as required by Accounting Standard-10 for fixed 
assets, goodwill has been recorded in the books only when some consideration in 
money or moneys has been paid for. 


6.12.2 Patent 


A patent is an official document which secures to an investor the exclusive right to make, 
use and sell his invention. 


Valuation of patent 

The patent is valued at cost less depreciation. Cost is the acquisition cost, which may be 
purchase cost or invention cost. Also the cost of registration of patent should be included in 
the valuation, while the renewal fees should be charged off to revenue. Since patent suffers 
depreciation through effluxion of time, it is preferable to adopt fixed instalment method of 
charging depreciation based on its legal life. 


Auditor's duty regarding valuation 
1. The patent should be examined to see that the company concerned is registered as 
the owner of the patent. 
2. It should be seen that the patent is valued at cost less depreciation. If it is found that 
the commercial life of the patent is shorter than its legal life, the depreciation should 
be spread over its commercial life only. 


Verification of patent 

Actual patent should be physically verified by the auditor and it should be seen that it has 
been duly registered. In case of joint registration of the patent with an individual, who 
might have developed the patented article, it should be seen that a registered assignment 
by the individual in favour of the company has been made. 


Auditor's duty regarding verification 
1. The auditor should check the patent register in order to verify that it has been prop- 
erly included therein. 
2. The auditor should also ensure that the legal life of the patent has not yet been 
expired. 
3. The latest renewal certificate of the patent should also be verified by the auditor. 


4. The patent may also be subject to litigation about its title. A certificate from the 
solicitors of the company should be obtained to ensure that it is free from encum- 
brances. 
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6.12.3 Copyright 


A copyrightis the exclusive legal right to produce or reproduce some kind of literary work. 
It is the legal protection provided to an author by which the publication of his work by oth- 
ers is restricted. 


Valuation of copyright 

Generally the value of the copyright is not fixed, as a copyright loses its value with the pas- 
sage of time. In the balance sheet, it is shown at cost less amounts written off from time to 
time. 


Auditor's duty regarding valuation 

1. The auditor should see that the value of copyright is determined on proper basis 
including the period of copyrights. 

2. It should be ensured that if any copyright does not command sale of any books, the 
same should be written off in that year. 

3. It should be confirmed that the legal life of the copyright has not been expired. 

4. The auditor should see that the copyright having no commercial value has been 
completely written off. 


Verification of copyright 

In verifying copyright, the auditor should inspect the agreement between the author and 
the publisher. If there are many copyrights with the business of the client, the auditor 
should ask for a schedule thereof from the client and verify them from the schedules. 


6.12.4 Trademarks 


A trademark is a distinctive mark attached to the goods offered for sale in the market so as 
to distinguish the same from similar goods available in the market and also to identify them 
with a particular trader. 


Valuation of trademarks 

The trademark is a symbol of the organisation’s prestige. The value of trademark may be 
justified by reference to its renewal fees. If the trademark is purchased, the price paid for it 
is to be considered as the value of the trademark. 


Auditor's duty regarding valuation 

1. The auditor should see that trade marks are properly valued and shown in the bal- 
ance sheet. 

2. Ifthe trademark has been purchased, the auditor should verify the payment made to 
the seller against the acquisition of trademark. 

3. The auditor should ensure that all expenses incurred in the acquisition of the trade 
mark have been treated as capital expenditure, any renewal fees paid has been 
treated as revenue expenditure. 


Verification of trademarks 

Trademarks can be verified by examining the assignment deed duly endorsed by the office 
of the register of trademark. If trademarks are purchased, the assignment of interest or the 
assignment deed should be inspected. 


Q Auditing: Principles and Techniques 


Auditor's duty regarding verification 
1. The auditor should see that they are registered in the name of the client and are the 
property of the client. 
2. He should also see that proper distinction between capital and revenue expenditure 
is maintained. All research expense in this connection should also be capitalised. 


3. In case the trademarks have been purchased from others, the auditor should check 
the expenditure incurred in connection with their acquisition, e.g. registration fees, 
payments made to vendor etc. 


6.13 VERIFICATION AND VALUATION OF FIXED ASSETS 


6.13.1 Land and Buildings 


Almost all the business or commercial undertakings have land and buildings of their own. 
For the purposes of verification and valuation of land and buildings, they can be classified 
into two types, which are freehold and lease hold property. 


1. Freehold property 
Verification 
(i) The auditor should inspect the title deed and see that they appear to be in order. He 


should obtain a certificate from the legal advisor of the client confirming the validity 
of the title to the property. 


(ii) He should also verify that the conveyance deed has been duly registered as required 
by the Indian Registration Act and the particulars to be endorsed thereon have been 
duly endorsed. 


(iii) If the property is mortgaged, the title deed would be in the possession of the mort- 
gage. A certificate to this effect should be obtained. 


(iv) In the case of property built or created by the client himself, the auditor should 
ensure that proper capitalisation of materials, labour and overhead is done. 


Valuation 


(i) The original cost and any improvement thereon should be checked with original 
deed and receipt. It is also seen that all expenses incurred on registration, brokerage 
or other legal fees have been duly capitalised. 


(ii) The cost of buildings should be depreciated at appropriate value, depending upon 
the quality of their structure and the use, which is being made of them. 


(iii) The auditor should check the expenditure on repairs so as to exclude such expendi- 
ture from capital cost. 


(iv) In respect of property built by the client, contractors bill and other relevant accounts 
should be referred. 
2. Leasehold property 
Verification 
(i) The auditor should inspect the lease or assignment thereof to ascertain the amount 
of premium, if any, paid for securing the lease and its terms and conditions. 


Verification and Valuation of Assets and Liabilities Q 


(ii) The auditor should also see whether the lease has been duly registered. 


(iii) He should also verify that all conditions prescribed by the lease are being duly com- 
plied with. 


(iv) He should confirm the writing off of any legal expenses incurred to acquire the lease. 


Valuation 
(i) The value of the leasehold property should be checked from the lease deed. Any 

addition or expansion thereon should be examined by reference to the contractor's 
bills and other supporting papers. 

(ii) The auditor should ensure that the provision for any claim that may arise under the 
dilapidation clause on the expiry of the lease has been made. 

(iii) He should see that the cost as well as legal expenses incurred to acquire the lease is 
being written off at an appropriate rate over the unexpected term of the lease. 

(iv) He should also check the accounting of leasehold property to ensure that it is main- 
tained separately. 


6.13.2 Building 
Verification 
(i) The auditor should examine the title deed of buildings to see whether the client 
holds the title on the balance sheet date. If the building has been mortgaged, the title 
deed will be in the possession of the mortgagee from whom a certificate should be 
obtained. 
(ii) He should see the appropriate lease deed, if the building is leasehold, to ascertain 
the cost, amortisation etc. 
(iii) He should also ensure that all conditions in the lease deed have been fulfilled by the 
client. 
(iv) The auditor should ensure that the relevant particulars of buildings have been 
entered in the fixed assets register maintained by the client. 


Valuation 
(i) The auditor should verify the original cost of the building by reference to the deed of 
conveyance. If the building is constructed by the client, he should verify the original 
cost by reference to the contractor’s bill. 

(ii) He should also verify that appropriate depreciation has been provided against the 
building. In case no depreciation is provided on the building, a note to this effect 
should be given in the profit and loss account. 

(iii) He should see that the buildings have been valued at cost less depreciation. In case 
of a company, the requirements of Schedule VI have to be complied with. 

(iv) If any revaluation has taken place, the auditor should look into the basis of revalua- 
tion and ensure that the disclosure of the same has been made. 
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6.13.3 Plant and Machinery 


Verification 
(i) The auditor should call for the plant register or detailed break up schedule of plant 
and machinery. For the balance appearing in the balance sheet, he should identify 
the specific items and check the details thereof. 

(ii) In the case of a company, the management is duly bound to physically verify the 
plant and machinery and the auditor should ask for the related working papers for 
his examination. 

(iii) The additions and disposals during the year should be verified with reference to the 
purchase invoices and other appropriate documents. 

(iv) The auditor should verify some of the important items of plant and machinery on 
test check basis. 


Valuation 
(i) The cost price of any plant or machinery plus any cost of installation will be vouched 
with supplier’s invoices and other supporting documents. 
(ii) The auditor should see that proper depreciation has been provided during the year. 
(iii) He should check as to whether any of the items has been disposed off or sold during 
the year. If so, he should satisfy that it was properly authorised and the sale proceeds 
credited to plant and machinery account. Any capital profit made should be 
transferred to capital reserve. 
(iv) The auditor should also verify that the plant and machinery have been properly 
shown under fixed assets in the balance sheet. 


6.13.4 Furnitures and Fixtures 
Verification 
(i) The auditor should ascertain whether a register is maintained for furniture and fix- 
tures detailing the nature of the item, its acquisition cost, location, code number etc. 

(ii) He should also verify whether the furniture and fixtures bear on them the code num- 
bers allotted. 

(iii) He should inquire whether physical verification of the furniture and fixtures has 
been carried out by the management and if so, he should examine the working 
papers. 

(iv) The auditor should verify physically some of the important items of furniture and 
fixtures on test check basis. 


Valuation 


(i) The auditor should satisfy that the furniture and fixtures have been properly depre- 
ciated and value written off for damaged or unserviceable items, 

(ii) He should see that the cost of furniture and fixture has been properly ascertained 
and recorded in the books of accounts. 

(iii) He should enquire whether any of the items have been disposed off or sold during 
the year. If so, he should check that it was properly authorised and the sale proceeds 
credited to furniture and fixture account. Any capital profit made therein should be 
transferred to capital reserve. 
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(iv) The auditor should also verify that furniture and fixtures have been properly shown 
under fixed assets in the balance sheet. 


6.13.5 Motor Vehicles 
Verification 
(i) The auditor may call for a schedule of motor vehicles and compare it with the motor 
vehicles register maintained. 

(ii) He should also examine the registration document for each vehicle. He should com- 
pare the registration number and description given in the registration document 
with the particulars shown in the ledger account or motor vehicle register. 

(iii) If the vehicle is registered in the name of a person other than the client, the auditor 
should inspect the letter confirming the arrangement and ascertain that there is no 
charge on the vehicle in favour of such person. 

(iv) The auditor should also check the insurance premium receipts to ensure that the 
vehicles are fully insured against accidents, theft etc. 


Valuation 

(i) The motor vehicles are to be valued at cost less depreciation. 

(ii) The cost price of any motor vehicle will be vouched with supplier’s invoices and 
other supporting documents. However, he should see that expenditures on repair 
have been charged to profit and loss account and not added to its cost. 

(iii) The auditor should verify the adequacy of the depreciation. It is a common practice 
for the motor vehicles to be written off over the mileage they are expected to run. 

(iv) He should also verify that the motor vehicles have been properly shown under fixed 
assets in the balance sheet. 


6.13.6 Assets Acquired Under Hire Purchase System 
Verification 
(i) The existence of the assets acquired can be confirmed by physical verification of the 
assets by the auditor or by reviewing the working papers of physical verification of 
fixed assets done by the management. 
(ii) The company is not the owner of the asset till the last instalment under hire purchase 


agreement has been paid. However, the possession right of the asset can be verified 
by reference to the hire purchase agreement. 

(iii) A default in payment of the hire purchase instalment entitles the hire vendor to take 
back the possession of the asset. So, the hire purchase agreement has to be examined 
to ascertain the nature of encumbrances. 

(iv) The auditor should also see that the asset purchased is included in the fixed asset 
register. 


Valuation 


(i) Fixed assets are generally valued at cost less depreciation. So, the auditor will have 
to examine the hire purchase agreement and the price list to ascertain the cash cost of 
the asset. 
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(ii) Depreciation should be deducted and the auditor should ensure that the rate nor- 
mally charged by the company on same or similar assets has been applied on a con- 
sistent basis. 

(iii) The auditor should confirm the proper recording of assets acquired under hire pur- 
chase agreement. The interest element in the instalments should be charged off to 
revenue. 


(iv) The assets purchased on hire purchase agreement may also be shown at the capital 
value of instalments paid to date. In that case also, the depreciation at the normal 
rate for the full period on the cash value will have to be charged. 


6.14 VERIFICATION AND VALUATION OF INVESTMENTS 


In carrying out an audit of investments, the auditor should aim at collecting sufficient audit 
evidence in order to assure himself about the existence, ownership, valuation and posses- 
sion of investment in favour of the client. 

The following aspects are important in this respect: 


1. Existence: The auditor should verify that investments shown in the balance sheet really 
exist on the date of the balance sheet. 


2. Ownership: The auditor should assure himself that investments shown in the balance 
sheet are owned by the enterprise. 


3. Accounting records: He should check the transactions of acquisitions, disposal etc. of the 
investments during the accounting period in order to verify as to whether they are properly 
recorded in the books of accounts. 

4. Valuation: He should confirm that investments are stated in the balance sheet at appro- 
priate amount in accordance with the recognised accounting principles. 


5. Disclosure: He should also confirm that investments are properly classified and dis- 
closed in the financial statements in accordance with the recognised accounting principles 
and relevant statutory requirements. 
6. Internal control: The auditor should evaluate the internal control procedures relating to 
investments in order to determine the nature, timing and extent of the procedural aspects. 
Almost all the business and commercial undertakings have investments of different 
types. In case of finance and investment companies, the amount of investment constitutes a 
major part of the total assets of the concern. For the purpose of verification and valuation of 
investments, it can be broadly classified into quoted and unquoted investments. 


6.14.1 Quoted Investments 
Verification 
(i) The auditor should physically inspect the investments. It should be physically veri- 


fied on the last date of the accounting year. If the investments are not in the posses- 
sion of the entity, a certificate should be obtained from the party concerned. 


(ii) The auditor should assure himself that the title of the investments are in the name of 
the client itself. 


(iii) 
(iv) 
(v) 


(vi) 
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The purchase and sale of investments should be verified with reference to the bro- 
ker’s contract note, bills of cost etc. 

If the amount of purchase or sale of investments are substantial, the auditor should 
check the price with reference to stock exchange quotations. 

The auditor should also examine the relevant provisions of Section 227(1 A) and see 
that a company not being an investment or banking company, whether so much of 
the assets of the company as represented by shares and debentures have been sold at 
a price less than that at which they were purchased by the company. 

He should also confirm that the relevant provisions of the CARO, 2003 have been 
duly complied with in this regard. 


Valuation 


(i) 


(ii) 


The auditor should satisfy himself that the investments have been valued and dis- 
closed in the financial statements in accordance with the recognised accounting poli- 
cies and practices and relevant statutory requirements. 

He should examine whether in computing the cost of investments, expenditure 
incurred on account of transfer fees, stamp duty etc. is included in the cost of invest- 
ment. 


The auditor may ascertain that the market value of investments are in accordance with 
the authentic market reports or stock exchange quotations. To judge the overall reasonable- 
ness of the amount invested, the auditor may relate the amount with the preceeding year’s 
figure and calculate relevant ratios. 


6.14.2 Unquoted Investments 
Verification 


(i) 


(ii) 
(iii) 


(iv) 


The auditor should ascertain the power of the enterprise to make investments by 
examining the memorandum of association in case of investment by a company, to 
ensure that the investments are not ultra-vires the company. 

He should also ascertain that all the legal formalities relating to purchase of invest- 
ments have been duly complied with. 


Where investments are in large numbers, the auditor should obtain the schedule of 
securities certified by a senior officer of the company. The statement must include 
the name of the investment, the book value, the market price, date of purchase etc. 
The auditor must verify the whole of the investment at one time. Investments are of 
a negotiable character and their verification at the same time removes the danger of 
their substitution for others. 


Valuation 


(i) 


The unquoted shares held as investments should ordinarily be valued at cost. How- 
ever, if on study of the latest annual accounts of the companies, the shares of which 
are held as investment and the dividend records of such companies, it appears that 
there has occurred a permanent and material fall in the value of investments, a 
proper provision against such fall in values should be made. The auditor should 
confirm this compliance. 
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(ii) Unquoted shares and debentures should be shown in the balance sheet under the 
main head “Investments” on the asset side, indicating the mode of valuation and the 
aggregate amount of the unquoted shares and debentures should also be stated. 

(iii) The auditor should confirm that equity and preference shares are shown separately 
as also fully paid up and partly paid shares being distinguished. 

(iv) If the shares or debentures are held in the subsidiary of the company, the auditor 
should assure that the above should be shown under the sub-heading “Investment 
in subsidiaries”. 


6.15 VERIFICATION AND VALUATION OF CURRENT ASSETS 


6.15.1 Stock-in-trade 


Introduction 

The valuation of stock is frequently the main factor in determining the results shown by the 
accounts. Apart from the effect on the balance sheet, incorrect stock would affect the profit 
of the year that has closed as well as that of next year. 


Auditor's duty 

The valuation of the closing stock, therefore, is an important step essential for the determi- 
nation of the profits of the year, also for truly disclosing the financial position of the entity at 
the end of the year. An auditor being intimately connected with these aspects of financial 
statements, it is his duty to verify the existence of the stock-in-trade possessed by the con- 
cern at the end of the year and to ascertain that the same has been valued correctly on a 
consistent basis. 

The precise duties in regard to verification of stock-in-trade are nowhere defined. 
Under the circumstances, these have to be deduced from an interpretation of the general 
responsibilities of auditors in regard to the statements of accounts verified by them, espe- 
cially in regard to stock-in-trade. 


ase Decisions eB 


Justice Lindley, while delivering his famous judgment in the case of Kingston Cotton Mills 
Ltd. (1896) observed: “It is no part of the auditor’s duty to take stock. No one contends that 
it is so. He must rely on other people for details of the stock-in-trade in hand.” In the case of 
a cotton mill, he must rely on some skilled person for the material necessary to enable him 
to enter the stock-in-trade at its proper value in the balance sheet. 


In the same case, Justice Lopes observed: “An auditor is not bound to be a detective or 
as was said to approach his work with a foregone conclusion that there is something wrong. 
He is a watchdog, but not a bloodhound. He is justified in believing tried servants of the 
company in whom confidence is placed by the company. He is entitled to assume that they 
are honest to rely upon their representations, provided he takes reasonable care”. 
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In a more recent judgment in the case of Westminster Road Construction & Engineer- 
ing Co. Ltd. (1932), it was held that “an auditor must make the fullest use of all materials 
available to him and although he is not a stock-taker and not a valuer of work-in-progress, 
he will be guilty of negligence, if he fails to take notice of all available evidence from which 
it could be reasonably deduced that the work-in-progress was over-valued”. 


The decisions thus appear to have settled the following three principles for the general 
guidance of the auditor: 


1. That it is no part of the auditor’s duty to take stock. 


2. That for the purpose he can rely upon statements and reports made available to him 
in regard to the valuation of stock so long as there is no circumstance, which may 
arouse his suspicion, and he is satisfied. 

3. That an auditor would be failing in his duty if he does not take reasonable care in 
verifying the statement of stock according to the information in his possession and 
the expert knowledge is expected of him in regard to methods of verification and 
stock control. 


Provisions of the Companies Act 

The recent changes in the Companies Act have also considerably advanced the responsi- 
bilities of auditors in this regard. Section 209 of the Act requires a company to maintain 
proper books of accounts. Such books of accounts must include books kept to record trans- 
actions in stock-in-trade. 

The Companies (Amendment) Act of 1956 empowers the central government under 
Section 227 (4A) to require companies engaged in production, processing, manufacturing 
or mining activities to maintain books as would furnish particulars in relation to utilisation 
of material or labour or other items of cost as may be prescribed. 

Furthermore, by Section 541 (2), proper books of accounts have been defined to 
include statement of annual stock-taking and of all the goods purchased and sold. 


Accounting presentation 
Part II of Schedule VI to the Companies Act prescribes that the figures of opening and clos- 
ing balances of stock and work in progress be disclosed in the profit and loss account. Part 
I of the same schedule requires that the mode of valuation of stock be shown in the balance 
sheet. The recent amendment to Schedule VI requiring particulars of materials purchased, 
opening and closing stock-in-trade and also of turnover made during a particular account- 
ing period. 
Steps for verification 
Verification of year end stock includes the following steps: 

1. Review the procedure and arrangements for the maintenance of stock records. 

2. Secure the original rough stock sheet, if available. 

3. Check all additions and test fair proportions of extensions. 

4 


. Ascertain the basis and method of valuation adopted and confirm that the same has 
been followed consistently. 


gı 


. Verify the cost of raw materials and stores by reference to purchase invoices. 
6. Confirm that stock has been valued at ‘lower of cost or market price’ principle. 
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7: 


9. 
10. 


Ascertain that the goods not belonging to the client have not been included in stock- 
in-trade. 


. Examine the stock sheets to ascertain that they only contain goods normally dealt in 


by the business. 
Find out whether there has been a complete physical stock-taking. 
See that the stock sheets have been signed by the responsible person. 


6.15.2 Work-in-Progress 


As per the “Guidance Note on Audit of Inventories” (Guidance Note-2) issued by the Insti- 
tute of Chartered Accountants of India in general, the audit procedures regarding 
verification of work-in-progress are similar to those used for stock-in-trade, i.e. stock of 
raw-materials as well as of finished goods. However, the auditor should pay attention to 
the following matters due to the difference in nature of work-in-progress as compared to 
the stock of finished goods and stock of raw materials: 


1. 


The auditor has to carefully assess the degree of completion of the work-in-progress 
for assessing the appropriateness of its valuation. 


. He should examine the cost records and obtain expert opinion where necessary. 
. He should also obtain a certificate from the production engineer to confirm the accu- 


racy of the cost records. 


. The elements of cost and the method of pricing of the various elements may be com- 


pared with that of the previous year and if there is a material deviation, the reasons 
for the same may be investigated. 


. Incertain cases, physical verification of work-in-progress may not be possible due to 


the nature of the product and the manufacturing process involved. In such cases, the 
auditor should give greater emphasis on ascertaining the reliability of the system of 
control of work-in-progress. 


. It may also be useful for the auditor to examine the subsequent records of produc- 


tion. 


6.15.3 Sundry Debtors 


Verification 
(i) Existence of book debts can be verified by examining the books of account and satis- 


fying that the entries therein are supported by proper sales documents. 


(ii) Balance of book debts should be sent to the debtors for their confirmation, which will 


also establish the existence of the book debts. 


(iii) The examination of debtor’s ledgers with related sales documents and correspond- 


ence with debtors will confirm the ownership of book debts. 


(iv) The auditor should also enquire whether there is any dispute on any of the balances 


included in sundry debtors. In this case, the documents regarding dispute should be 
examined. 


Valuation 
(i) Usually the balances shown in the debtor’s ledger supported by sales documents 


represent the value of book debts. 
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(ii) The auditor should call for the lists of book debts and debts written off and arrive at 
the conclusion about adequacy of write off and provision for doubtful debts. 

(iii) The confirmation of balances by debtors will help establish the valuation of book 
debts. 

(iv) It should be ensured by the auditor that sundry debtors are valued only at realisable 
value. 


6.15.4 Bills Receivables 
Verification 
(i) The auditor should examine the bills receivable book and prepare a schedule of all 
those bills receivable, which have not yet matured before the date of the preparation 
of the balance sheet. 

(ii) Where the number of bills is large and are kept with the bankers for collection, the 
auditor should obtain a detailed certificate from the bank to ascertain the clear posi- 
tion about the bills. 

(iii) Any contingent liability in respect of the bills that are discounted or endorsed but 
remain outstanding at the time of audit should be maintained as a footnote of the 
balance sheet. 

(iv) The bills which have been dishonoured before the due date of the balance sheet 
should not be included in the balance sheet as “bills receivable in hand” as they are 
no longer assets. 


Valuation 

(i) The auditor should see that the bills are properly drawn, stamped and duly 
accepted and are not overdue. In case of renewal of any bills, the auditor should 
compare the new bill with the old bill. 

(ii) Sometimes, the bills might have matured and honoured subsequent to the date of 
the balance sheet, but prior to the date of the audit. The auditor should check the 
cash received as shown in the cash book of the next year. 

(iii) If the bills have been retired before the date of the balance sheet, the proceeds thereof 
should be checked by reference to the cash book. 

(iv) For the bills discounted prior to the date of maturity when the date of maturity is to 
fall after the date of balance sheet, the discount on such bills must be properly 
apportioned between periods covered by two separate financial years. 


6.15.5 Cash at Bank 


Verification 
(i) The auditor should compare the balances as shown in the passbook with the bal- 
ances as shown in the cash book. 
(ii) The auditor should prepare a bank reconciliation statement or should check the 
statement prepared by the client in order to ascertain the correct bank balance. 
(iii) He should obtain a balance confirmation certificate from the bank at the close of the 
year. 
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(iv) He should also obtain separate certificate for fixed deposit account, current account 
and savings bank account from different banks to confirm total deposits in different 
banks. 


Valuation 


(i) In order to ascertain the current position with regard to cheques issued but not yet 
presented or cheques deposited but not collected, the auditor should confirm 
through cash book and passbook figures. 

(ii) Where amounts are deposited in foreign banks under exchange control regulations, 
the fact is to be disclosed. 


(iii) Where amounts are kept in different reserve accounts in the banks in order to avail 
deductions under Indian Income Tax Act, the fact should also be disclosed. 


(iv) The auditor should also ensure that the bank balances are properly disclosed in the 
balance sheet according to Schedule VI of the Companies Act. 


6.15.6 Cash-in-hand 


Verification 
(i) The most common practice in verifying cash balance is to obtain a certificate from 
the accountant about the actual cash balance in hand at the date of the balance sheet. 
(ii) The auditor should verify the cash in hand by actually counting it on the close of the 
business on the date of the balance sheet. 

(iii) In certain cases, if the client is maintaining an unduly large balance of cash in hand 
consistently, the auditor should make a surprise check to ascertain whether the 
actual cash in hand agrees with the balances as shown by the books. 

(iv) As far as cash in transit is concerned, the auditor should verify this balance with the 
help of proper documentary evidences and correspondence. 


Valuation 
(i) If the cash-in-hand is not in agreement with the balance as shown in the books, it 

should be the duty of the auditor to call for an explanation. 

(ii) Often postage and other stamps are taken with the cash in the balance sheet. The au- 
ditor should confirm the balance of postage and stamps by physical counting only. 

(iii) He should also check the system of making payments and safety arrangements pro- 
vided for the protection of cash balance. 

(iv) Incase cash is maintained at the local branches and the auditor is unable to pay visit 
to the branch, he may ask the branch manager to deposit the balance of cash in the 
bank on the balance sheet date. 


6.15.7 Prepaid Expenses 
Verification 
(i) The auditor should verify the receipts for pre-payments, i.e. expenses paid during 
the period for future financial periods. 


(ii) The amount of prepaid expenses should be shown in the asset side of the balance 
sheet under current assets. The auditor should assure that it has been shown prop- 
erly in the balance sheet. 
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(iii) Prepaid expenses for the last accounting period should be properly adjusted. The 
auditor should see the expenses paid in the last year pertaining to the current 
accounting year have been properly adjusted. 

(iv) The auditor should also check the adjustments made in the next year, if possible, 
against the prepaid expenses made during the year. 


Valuation 


(i) The auditor should check the calculations for ascertaining the portion of expenses 
belonging to the next period by reference to the contract or other documents. 


(ii) In respect of rent, rates and taxes, the auditor should check the payment vouchers 
and satisfy that allocation to carry forward has been made on time basis. 

(iii) In respect of insurance premium, the auditor should also confirm that the carry for- 
ward allocation has been made on the basis of the terms of policy and the premium 
paid. 

(iv) In case of prepaid sales commission, where salesmen are allowed to take payments 
out of future earnings, the auditor should examine the statement of sales to deter- 
mine the commission earned. 


6.16 VERIFICATION AND VALUATION OF FICTITIOUS ASSETS 


6.16.1 Preliminary Expenses 


The expenses incurred for the formation and commencement of a company is usually 
grouped under the heading “preliminary expenses”. These include stamp duties, registra- 
tion fees, legal costs, cost of printing etc. 

In order to verify preliminary expenses, the auditor should take into consideration the 

following matters: 

1. It should be seen by the auditor that no expenses other than those related to the for- 
mation of a company are included under this head. 

2. The auditor should examine the contracts relating to preliminary expenses. If pre- 
liminary expenses that were incurred by the promoters have been reimbursed to 
them by the company, the resolution of the board and the power in the articles to 
make such payment should be considered. 


3. The auditor can cross check the amount of preliminary expenses with that disclosed 
in the prospectus, statutory report and the balance sheet. 

4. Being a fictitious asset, it should be written off as early as possible and the auditor 
should verify that the balance of preliminary expenses which has not been written 
off is shown in the balance sheet under the heading “miscellaneous expenditure”. 

5. Underwriting commission and brokerage in shares and debentures should not be 
included under the head “preliminary expenses”. The auditor should also confirm 
this aspect. 

6. The bills and statements supporting each item of preliminary expenses should be 
checked. 

7. The auditor should also ensure that proper deduction has been availed against tax- 
able income under the Income Tax Act, 1961. 
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6.16.2 Discount on Issue of Shares or Debentures 


This refers to the expenditure or losses essentially of a revenue nature, which instead of 
being charged off as and when incurred, is accumulated in an account and the balance in 
the account is written off over a period of years during which its benefit is expected to 
accrue to the business. 

In order to verify the discount on issue of shares or debentures, the auditor should pay 
attention to the following matters: 

1. The auditor should confirm that it continues to appear as an asset on the right side of 

the balance sheet as long as the discount is not written off. 


2. If during the year, any amount has been added thereto, the auditor should ask for 
the justification of the same. 

3. Being a fictitious asset, it should be written off as early as possible. The auditor 
should also confirm this aspect. 

4. The auditor should see that the discount on issue of shares or debentures has been 
shown separately under the heading ‘Discount on Issue of Shares or Debentures’. 

5. In issuing shares or debentures at a discount, whether the governing provisions 
relating to issue of shares and debentures have been duly complied with or not, 
should also be checked by the auditor. 


6.17 VERIFICATION AND VALUATION OF CONTINGENT ASSETS 


The contingent assets are those which may arise on the happening of an uncertain event. As 
a general practice, contingent assets are not recorded in the balance sheet because that 
would imply taking credit for revenue which has not accrued. But it is logical as the contin- 
gent liabilities are shown in the balance sheet the contingent assets should also be shown. 
The Companies Act does not require disclosure of contingent asset in the balance sheet. 
However, if contingent assets have a significant value, it may be advisable to disclose such 
assets in a note to the balance sheet. 

As regards valuation of contingent assets, it may be noted that ordinarily no valuation 
would be required. However, if such assets were disclosed by way of a note, a proper valu- 
ation based on the related contract would be made. Where full realisation of such assets is 
doubtful even on the face of contingency occurring, it would be safer to value the assets on 
a realisable basis. 


6.18 VERIFICATION AND VALUATION OF LIABILITIES 


The verification of liabilities is of equal importance as that of an asset. The auditor has to 
satisfy himself that all liabilities whether existing or contingent have been properly deter- 
mined and disclosed in the balance sheet. In case liabilities are overstated or understated, 
the balance sheet will not represent a fair view of the state of affairs of the company. There- 
fore, the auditor should ensure the following: 

e That liabilities shown in the balance sheet are actually payable 

e That all liabilities are properly recorded in the books 
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e That the recorded liabilities are payable for the legitimate operations of the business, 
and 


e That the nature and extent of contingent liabilities has been disclosed in the balance 
sheet by way of a footnote. 
For the purpose of applying verification technique, we may divide the liabilities into 
the following three categories: 
e Fixed or long term liabilities, viz. share capital, debentures, long term loan from 
bank and other financial institutions etc. 
e Current liabilities, viz. sundry creditors, bills payable, bank overdraft etc. 


e Contingent liabilities viz. disputed liability of income tax suits pending for damages 
etc. 


6.19 VERIFICATION AND VALUATION OF FIXED OR LONG 
TERM LIABILITIES 


6.19.1 Debentures 
Verification 
(i) The auditor should go through the memorandum and articles of the company in 
order to determine the extent of borrowing power of the company and also to ascer- 
tain the limitation upon the borrowing power, if any. 

(ii) A prospectus must have been issued and filed with the registrar of companies. The 
auditor should verify the prospectus to ensure that the terms of the prospectus have 
been complied with. 

(iii) Balances from the register of debenture holders will have to be extracted and the 
total amount received from debenture holders be tallied with the total of debenture 
account in the general ledger. 

(iv) The auditor should also examine a copy of the debenture bond to ascertain the terms 
and conditions on which the debentures have been issued, the particulars of assets 
charged as security and the method of redemption. 

(v) If the debentures are mortgaged the debentures trust deed should be studied by the 
auditor and it should be seen that the terms and conditions of the trust deed have 
been fully observed by the company. 


Presentation 
(i) Debentures have to be shown under the head ‘secured loans’. 
(ii) The debentures subscribed by the directors and managers should be shown sepa- 
rately. 

(iii) Interest accrued and due on debentures but not paid should be included along with 
debentures, but interest accrued but not due has to be shown under ‘current liabili- 
ties’. 

(iv) The nature of security provided should also be disclosed. 

(v) The terms and conditions of the redemption or conversion of the debentures should 
be stated with the earliest date of redemption or conversion. 
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6.19.2 Secured Long Term Loans 


A company can obtain loans from banks and other financial institutions on the basis of 
security provided. For the purpose of verification of long-term loans, they can be classified 
under two broad categories: 


1. 


Loans against security of fixed assets 2. Loans against security of stock 


1. Loans against security of fixed assets 


(i) 
(ii) 
(iii) 
(iv) 


(v) 
(vi) 


The auditor should examine the memorandum and the Articles of Association to see 
whether the company is empowered to borrow money against fixed assets. 

He should scrutinise the loan account in the ledger and the documents relating to the 
fixed assets. 

He should also examine the mortgage deed and find out whether the mortgage is 
properly executed. 

He should enquire whether the lender has a right to lend money against such secu- 
rity. 

The auditor should also obtain confirmation from the lender for the amount of loan. 
He should see whether principal is being repaid as stipulated and whether interest 
on loan is paid regularly as per the terms of loans as prescribed in CARO. 


2. Loans against security of stock 


(i) 
(ii) 
(iii) 


(iv) 


(v) 


(vi) 


The auditor should inspect the receipts of the godown keeper if the loan has been 
taken against the godown keeper’s receipts. 

If the stocks are at dock or in bonded warehouse, the dock warrant or the warehouse 
certificate duly endorsed in favour of the lender should also be examined. 

The auditor should see that the rent for the warehouse has been paid by the client 
regularly. If it has not been paid, adequate provision should have to be made for the 
purpose. 

He should also obtain a certificate from the lender showing particulars of securities 
deposited and confirm that the same has been correctly disclosed and duly regis- 
tered with registrar of companies and recorded in the register of charges. 

The auditor should verify the authority under which the loan has been raised. In the 
case of a company, only the Board of Directors is empowered to raise a loan or bor- 
row from a bank. 

He should also confirm that the restraint as contained in Section 293 of the Compa- 
nies Act as regards the maximum amount of loan that a company can raise has not 
been contravened. 


6.20 VERIFICATION AND VALUATION OF CURRENT LIABILITIES 


6.20.1 Sundry Creditors 


(i) 


The auditor will verify creditors more or less on similar lines as in the case of sundry 
debtors. He should take a statement of balance of the trade creditors duly signed by 
the authorised official and these balances should be verified with the purchase 
ledger balances. 
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(ii) He may also obtain confirmatory statements from the creditors. 

(iii) He should also examine the invoices as sent by the suppliers. He should carry out 
test checking of purchases made during the year, particularly those made at the 
close of the year. 

(iv) If debts have not been paid for a long time, he should enquire into the situation in 
detail. Sometimes it is noticed that instead of paying the creditors, the amount might 
have been misappropriated by the officials. 

(v) Ifthe client maintains provision in respect of discount on creditors, he should check 
the same with reference to the creditors account. 

(vi) The purchase ledger should also be checked by the auditor with the books of original 
entry, invoices, credit notes etc. 

(vii) For any purchase returns, he should examine the ‘return outward book’ and verify 
them with the help of credit notes as sent by the suppliers. 

(viii) The auditor should pay special attention to the entries made either in the beginning 
or at the end of the year to check the fictitious entries in this respect. 


6.20.2 Bills Payable 


(i) The auditor should get a statement of bills payable and compare it with the bills 
payable book and bills payable account. 
(ii) For the bills which have been met after the date of the balance sheet but before the 
date of audit, he should examine the cash book and bank passbook. 
(iii) The bills payable already paid should be checked from the cash book and the auditor 
should examine the returned bills payable. 
(iv) He should also ensure that the bills which have been paid are not recorded as out- 
standing. 
(v) He should get confirmation in respect of amounts due on the bills accepted by the 
client that are held by them. 
(vi) He should reconcile the total of the bills payable outstanding at the end of the year 
with the balance in the bills payable account. 


6.20.3 Bank Overdraft 


(i) The auditor should examine the overdraft agreement with the bank in order to 
ascertain the terms and conditions of overdraft and the maximum limit thereon. 

(ii) The Memorandum of Association in case of a company should be examined to ascer- 
tain the borrowing powers of the company and any limitations thereon. 

(iii) The auditor should verify the minutes of the Board meeting to assure that the bank 
overdraft borrowing is being authorised by the Board. 

(iv) If the client is a company and if the overdraft is against any security, the auditor 
should see whether the charge created was registered with the registrar of compa- 
nies, if required. 

(v) The auditor should also obtain the confirmation certificate from the bank in respect 
of amount of overdraft at the close of the year. 

(vi) The auditor should also check whether interest on overdraft has been duly 
accounted for. 
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(vii) The auditor should also confirm that the amount overdrawn is within the maximum 
limit sanctioned by the bank. 

(viii) Itis to be seen whether any security was offered for the overdraft in terms of agree- 
ment, depending on which the overdraft is to be classified as secured or unsecured. 


6.20.4 Provision for Taxation 


(i) The auditor should ascertain the tax liability and check the computation of the 
assessable profit and loss account. Thus, adjustments affecting taxable profit must 
be carefully scrutinised. 

(ii) He should also go through earlier completed assessment in order to know what sort 
of adjustments were actually made in the past. 

(iti) He should also check the amount of advance tax paid and the calculations thereof. 
Advance tax is required to be verified in order to provide the liability of future taxa- 
tion. 

(iv) If income tax return has already been filed before the date of audit, the auditor 
should also check the copy of the income tax return. 

(v) The auditor should ensure the amount of overall provision on the date of the balance 
sheet having adequate regard to the figure of provision of the year, the advance tax 
paid, past provision made and assessment orders in respect thereof received up to 
the date of audit, pending appeals and refunds, if any. 

(vi) He should also obtain a certificate from the tax practitioner regarding the amount of 
tax payable. 


6.20.5 Outstanding Liabilities for Expenses 
(i) The auditor should ask for the list of outstanding expenses from the client classified 
on the basis of nature of expenses. 

(ii) He should verify the supporting documents evidencing the outstanding expenses. 

(iii) He should also verify the basis of estimation of outstanding expenses, if they are pro- 
vided on an estimated basis. 

(iv) He should check the cash book of the previous year in order to see that the usual out- 
standing expenses have been paid off by the time of audit. 

(v) He should also ensure that no outstanding expenses have been paid which have not 
been provided in the account. If paid, he should check the adjustment entries passed 
for this purpose. 

(vi) He should compare the list of outstanding expenses of the current year with that of 
the previous year to identify any major deviations. 
(vii) The auditor should also ensure that no usual outstanding expenses have been left 
out to be provided. 
(viii) He should also confirm that outstanding expenses have been shown under current 
liabilities in the balance sheet. 
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6.21 VERIFICATION AND VALUATION OF 
CONTINGENT LIABILITIES 


A contingent liability is not an actual liability but which will become a liability on the hap- 
pening of an event in future. It may be converted into actual liability on an uncertain event 
in the future. 

W. B. Meigs defines contingent liability as “the potential obligations, which may in 
future develop into actual liability or may dissolve without necessitating any outlay”. 

Accounting Standard 29 issued by the ICAI deals with the ‘provisions, contingent 
liabilities and contingent assets’. According to it a contingent liability is 

(a) a possible obligation that arises from past events and the existence of which will be 
confirmed only by the occurrence or non-occurrence of one or more uncertain future 
events not wholly within the control of the enterprise; or 

(b) a present obligation that arises from past events but is not recognised because 
(i) itis not probable that an outflow of resource embodying economic benefits will 

be required to settle the obligation; or 
(ii) a reliable estimate of the amount of the obligation cannot be made. 

Simply stated, contingent liability is not an actual liability but will become a liability on 
the happening of an event in the future. The examples of contingent liabilities are as 
follows: 

e Discounting of bills receivables 

e Pending suits for damages or compensation 

e Disputed liability on account of income tax 

e Guarantee given by the bank on behalf of the company. 

As per Part I of Schedule VI of the Companies Act, 1956, a footnote may be added to the 
balance sheet to indicate the amount of contingent liability. 

While going through the books of accounts, correspondence, minute books, bank state- 
ments and other relevant documents, the auditor may identify the existence of contingent 
liabilities of the concern. 

From the auditing point of view, the auditor should verify that a proper disclosure 
about contingent liabilities is made in financial statement as required by AS-29. As per para 
68 of AS-29 an enterprise should disclose for each class of contingent liability at the balance 
sheet date. The auditor’s duty in this respect would be as follows 

1. Inspect the minute book of the company to identify all contingent liabilities existing 

at the end of the year. 

2. Scrutinise the lawyer’s bill to ascertain unreported contingent liabilities. 

3. Examine correspondence with the bank in respect of bill discounted but not yet 

matured. 

4. Examine bank letters to ascertain guarantees given on behalf of other companies or 

individuals. 

5. Scrutinise correspondence with suppliers, customers, and lawyers etc. to ascertain 

the existence of contingent liabilities. 
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6. Check the investments in the shares made by the client to identify the liabilities on 
partly paid up shares. 
7. Find out the arrears of preference dividend on cumulative preference shares. 


8. Obtain a certificate from the management that known contingent liabilities have 
been included in the accounts and that they have been properly disclosed. 


6.22 EVENTS OCCURRING AFTER THE BALANCE SHEET DATE 


Accounting Standard-4 on ‘contingencies and events occurring after the balance sheet date’ 
deals with the treatment of contingencies and events occurring after the balance sheet date 
in financial statements. According to this statement, events occurring after the balance 
sheet date are those significant events, both favourable and unfavourable, that occur 
between the balance sheet date and the date on which the financial statements are 
approved by the Board of Directors in the case of a company and in the case of any other 
entity by the corresponding approving authority. 

Some of such events may require adjustments to assets and liabilities as at the balance 
sheet date or may require disclosure. These include the following: 


6.22.1 Adjusting Events 


Adjusting events are those significant events occurring after the balance sheet date that 
provide additional information materially affecting the determination of the amounts 
relating to conditions existing at the balance sheet date. 


Example 
An adjustment may be made for bad debt, which is confirmed by the insolvency of the customer, 
which occurs after the balance sheet date. 


6.22.2 Non-adjusting Events 


Non-adjusting events are those events which do not relate to conditions existing at the bal- 
ance sheet date. However, disclosure of such events is generally made in case these repre- 
sent unusual changes affecting the existence of the enterprise at the balance sheet date. 


Example 

The destruction of a major part of the factory building by a fire after the balance sheet date will not 
require any adjustment in the balance sheet as no conditions existed on the date of the balance 
sheet. 


6.22.3 Other Events 


There is another category which although takes place after the balance sheet date is 
required to be reflected in the financial statements because of statutory requirements or 
because of their special nature. 


Example 
Dividend proposed or declared after the balance sheet date in respect of the period covered by 
the financial statements. 
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6.23 PRIOR PERIOD AND EXTRAORDINARY ITEMS 
AND CHANGES IN ACCOUNTING POLICIES 


Accounting Standard-5 on ‘prior period and extraordinary items and changes in account- 
ing policies’ deals with the treatment of prior period and extraordinary items. The objective 
of this statement is to prescribe the classification and disclosure of certain items in the 
statement of profit and loss so that all enterprises prepare and present such a statement on 
a uniform basis. It also specifies the accounting treatment for changes in accounting esti- 
mates and the disclosure to be made in the financial statements regarding changes in 
accounting policies. 


The net profit or loss for the period comprises the following components, each of which 
should be disclosed on the face of the statement of profit or loss: 
(a) Profit or loss from ordinary activities 
(b) Extraordinary items 


Prior period items 

Prior period items are income or expenses which arise in the current period as a result of 
errors or commissions in the preparation of the financial statements of one or more prior 
periods. 


Extraordinary items 

Extraordinary items are income or expenses that arise from events or transactions that are 
clearly distinct from the ordinary activities of the enterprise and therefore are not expected 
to recur frequently or regularly. 

Any change in an accounting policy which has a material effect should be disclosed. 
The impact of and adjustments resulting from such change, if material, should be shown in 
the financial statements of the period in which such change is made, to reflect the effect of 
such change. 


POINTS TO PONDER 


e Verification means the proof of existence or confirmation of assets and liabilities on the 
date of balance sheet. It is a process which includes valuation of asset and liabilities, 
checking of ownership and title of the asset, confirmation about their existence and 
satisfaction about the condition that they are free from any charge. 

e Valuation of assets means examination of the accuracy and propriety of the valuation of 
those assets, which are shown in the balance sheet of any concern at the end of the 
financial year. 

e Valuation of assets is a part and parcel of verification. Without proper valuation of assets, 
verification is not possible. Verification includes, apart from valuation, the examination of 
ownership right, the existence of the asset in the business and its freeness from any sort of 

C charge or mortgage. J 
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The auditor has the duty of substantiating the existence and value of the assets and | 
liabilities as on the date of the balance sheet. If the balance sheet contains as asset, which, 
in fact, does not exist or which is stated at a value different from what is considered 
reasonable, both the balance sheet and the profit and loss account would be incorrect. 
Valuation forms an important part of every audit. The fairness of the balance sheet 
depends much upon how correctly the valuation of various assets and liabilities has been 
made. The auditor has to see that the assets and liabilities appearing in the balance sheet 
have been exhibiting their proper value. 

Basic principles to be followed for verification and valuation of assets include acquisition 
of assets, sale of assets, depreciation, physical verification and charges on assets. 
Without proper verification of assets and liabilities, it is not possible for the auditor to 
certify the balance sheet as it exhibits a true and fair view of the state of affairs of the 
business. But it will never be possible on the part of the auditor to perform the function in 
his own responsibility and in accordance with his own knowledge and expertise. 
Problems of valuation include the nature of the assets, use of the assets, estimated life of 
the assets, eventual problems and lack of information. 


Window dressing is an artificial practice to show the current ratio position favourable. 
Through window dressing the financial position is shown in such a way that it seems to be 
better than what it is. 

Events occurring after the balance sheet date are those significant events, both favourable 
and unfavourable, which that occur between the balance sheet date and the date on which 
the financial statements are approved by the authority. 

Prior period items are income or expenses, which arise in the current as a result of errors 
or commissions in the preparation of financial statements of one or more prior periods. 
Extraordinary items are income or expenses that arise from events or transactions that are 
clearly distinct from the ordinary activities of the enterprise and therefore are not 
expected to recur frequently or regularly. J 


REVIEW QUESTIONS 


Short-answer Questions 


1. 


N Qo BR WN 


What is verification of assets and liabilities? 

Distinguish between verification and valuation. 

Discuss the importance of verification and valuation of assets. 

What is intangible asset? Give five examples of intangible assets. 

What do you mean by fictitious assets? Give example. 

What is meant by contingent liability? Discuss the auditor’s duty in this regard. 
What is goodwill? As an auditor, how would you ascertain that an amount paid for goodwill 
is justified? 
Do you think that verification of assets and liabilities is necessary when vouching has been 
done properly? 
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9. “Verification forms an important part of the whole system of audit.” Explain. 
10. “Intangible assets are not always fictitious assets.” Illustrate. 
11. Discuss the problems in the valuation and verification of assets. 
12. “Verification includes valuation.” Comment. 
13. How and in what way does verification of assets and liabilities differ from vouching? 


14. What do you mean by “window-dressing of balance sheet”? State the duties of an auditor in 
this respect. 


15. “Information and means of information are by no means equivalent terms.” Comment. 
16. State which of the following statements are true: 
(a) If capital expenditure is treated as revenue expenditure the profit for the year is under- 
stated, but in the long run, because of depreciation, there is no effect on profit. 
(b) Revenue expenditure includes loss arising from an event beyond one’s control. 
(c) An expenditure which is not capital is revenue. 


(d) The rate of depreciation is not important since sooner or later the full cost of the asset is 
bound to be written off. 


(e) Under the two different methods of depreciation, the straight line method and the 
diminishing balance method, the life assumed is different. 

(f) Distinction between capital and revenue expenditure is relevant for short duration busi- 
ness. 


(g) Expenditure resulting from the acquisition of tangible asset is capital even if there is no 
income from that asset. 


(h) Interest included in hire-purchase price is also capital expenditure. 


(i) Verification of assets means establishing their physical existence and ownership, but 
not their valuation. 


(j) Trade investments are fixed assets. 
(k) It is necessary to indicate the fact if an asset is acquired on hire purchase basis. 
1) Property let out on rent need not be depreciated. 
perty P 


Essay-type Questions 
1. “An auditor is not a valuer though he is intimately connected with values.” Discuss referring 
to the relevant case decisions. 


2. “It has been stated that the valuation of investment for the balance sheet purpose depends 
largely upon the object for which investments are held.” Discuss the statement. 


3. How do you verify the following items? 


(a) Raw material stock (g) Machine purchased on H. P. system 
(b) Land (h) Patterns and designs 

(c) Preliminary expenses (i) Freehold properties 

(d) Investment (j) Loans and advances 

(e) Work-in-progress (k) Debtors 


(f) Copyright (1) Secured loan 
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4. How will you as an auditor deal with the following? 


(a) Cash (d) Unpaid dividends 
(b) Provision for taxation (e) Goods in transit 
(c) Leasehold properties (£) Disposal of plant 


5. What are the special points to which an auditor should direct his attention for ascertaining 
the adequacy of provision for bad and doubtful debts in the context of proper valuation of 
sundry debtors? 

6. “Physical presence of the auditor at the time of year end verification of stock is though not 
always possible, it is recommended that he should at least be present as an observer.” Signify 
the importance of this statement and list out the important aspects which the auditor should 
look into to ensure an effective physical verification programme. 

7. (a) What are the general considerations for valuation and verification of assets? (b) State your 
views on the following: 

(i) Events occurring after the balance sheet date 
(ii) Prior period and extra ordinary items 


CHAPTER 7 
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DEFINITION OF DEPRECIATION 


In its broadest sense, the term ‘depreciation’ is used to describe a loss in value from any 
cause in contradistinction to ‘appreciation’ used in the sense of increase in value. But to an 
accountant, it signifies the gradual wasting away of fixed assets and a corresponding 
charge to the profits, to the earning of which their employment has contributed. 


Accounting Standard-6 issued by the Institute of Chartered Accountants of India on 
“depreciation accounting” defines depreciation as “a measure of the wearing out, 
consumption or other loss of value of depreciable assets arising from use, effluxion of time, 
obsolescence through technology and market change. Depreciation is calculated so as to 
allocate a fair proportion of the depreciable amount in each accounting period during the 
expected useful life of the asset. Depreciation includes amortisation of assets whose 
usefulness is predetermined.” 

The term “depreciable amount” of a depreciable asset as per the standard is its 
historical cost or other amount substituted for historical cost in the financial statement less 
the estimated residual value. 

The accounting standard recommends that the depreciable amount of a depreciable 
asset should be allocated on a systematic basis to each accounting period during the useful 
life of the asset. 


PURPOSES OF PROVIDING DEPRECIATION 


Depreciation is provided in the books of accounts as a charge against profit in order to fulfil 
the following objectives: 


1. To keep capital intact 

One of the effects of providing for depreciation on an asset is to retain in the business out of 
the profits in each year, an amount equal to the proportion of the cost of the asset employed 
in the business that has run off, estimated on the basis of the period of its working life and 
its scrap value. Thus, the original capacity of the entity, assuming that all profits have been 
withdrawn and losses, if any, made good, will be intact. If on the contrary, depreciation had 
not been charged, the net income would have been overstated over the year of the life of the 
asset, and if the same was withdrawn or distributed as dividends, the business would have 
no funds for the replacement of the asset. 


2. To ascertain cost accurately 

It is not possible to ascertain the true cost of production of a particular product, if proper 
amount of depreciation is not included therein, i.e. to charge depreciation in the profit and 
loss account it is essential to calculate the actual cost of production. This is because 
depreciation, like any other expenditure, is a charge against revenue and must be included 
in the accounts irrespective of the fact whether the final result of a production process is 
profit or loss. 


3. To charge initial costs against earnings 


The object of depreciation accounting is to determine on a scientific basis the proportion of 
the cost of a machine, which must be debited in the accounts of each year during which the 
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machine will be used. Depreciation is an expense incurred for earning profit, which is 
similar to the hire of an asset, the only difference being that in case of hiring, the hire 
charges are paid to an outsider, while in the other, it is kept in the entity itself. Hence, unless 
an appropriate part of the asset value is charged against profit of the business each year, the 
profit earned on its working will not be correctly ascertained. 


4. To prepare ‘true and fair’ statements of accounts 

Unless depreciation is provided, the assets will be shown at an amount higher than their 
true value and the profit shown will be more than the real profit. In other words, the 
balance sheet and the profit and loss account will not reflect true and fair financial position 
as well as financial result of the entity. 


CAUSES OF DEPRECIATION 


Decline in service potential of an asset is one aspect of depreciation, which in this sense, is a 
physical fact. When an asset is acquired, it is considered as the prepayment of several years’ 
depreciation, which is the basis of accounting for that asset during its estimated useful life. 
Therefore, acquisition of a fixed asset is seen as a bundle of services that will be provided by 
that asset to the business over time in future. 


These bundles of future service benefits enable the owner of the asset to earn revenue 
by the following: 
(a) Providing a place where products could be produced, stored and sold. 
(b) Furnishing a means of converting raw materials into finished products, their 
designing and packaging (Machinery) 
(c) Providing a mode of transporting goods to the customers (Trucks) 

As an asset is used over time, the benefits decline with age. This is due to two factors: 

e Physical factors (deterioration through use) 

e Economic factors (reduction in utility through obsolescence) 

Physical factors indicate the deterioration of the value of the assets due to wear and 
tear, time and other factors that reduce use value, and economic factors indicate the useful 
obsolescence arising from technological improvements and the inadequacy of the asset for 
the intended purpose. 

From the above, it can be comprehended that the causes of depreciation arise directly 
through deterioration or indirectly through obsolescence. 


BASIS OF CHARGING DEPRECIATION 


The computation of depreciation and the amount to be charged in respect thereof in an 
accounting period are usually based on the following three factors: 


1. Cost of the asset 

Cost of an asset means the historical cost or other amount substituted for the historical cost 
of the depreciable asset when the asset has been revalued. Historical cost of an asset means 
its acquisition cost, which is the total of all costs incurred in acquiring the asset and all other 
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incidental costs involved in bringing the asset into its working condition. When the 
business concern itself manufactures some assets, the cost of an asset will mean its 
production cost, which includes a reasonable proportion of direct costs and interest on 
capital borrowed to finance production. 


2. Residual or scrap value of the asset 


Determination of residual value of an asset is normally a difficult task. If such value is 
considered insignificant, it is normally regarded as nil. On the contrary, if the residual value 
is likely to be significant, it is estimated at the time of acquisition or at the time of 
subsequent revaluation of the asset. One of the bases for determining the residual value 
would be the realisable value of similar assets, which have reached the end of their useful 
lives and have operated under conditions similar to those in which the asset will be used. 


3. Expected useful life of the asset 


Determination of the useful life of a depreciable asset is a matter of estimation and is 
normally based on various factors including experience with similar types of assets. 
Usually the useful life of a depreciable asset is shorter than its physical life. 
(a) Itis pre-determined by legal or contractual limits, such as the expiry dates of related 
leases. 
(b) It is directly governed by extraction or consumption. 


(c) It is dependent on the extent of use and physical determination on account of wear 
and tear, which again depends on operational factors, such as the number of shifts 
for which the asset is to be used, repairs and maintenance policy of the entity etc. and 


(d) Itis reduced by obsolescence arising out of. 
e technological changes 
e improvement in production process 
e change in market demand for the product or service output of the asset or 
e legal or other restrictions. 


QUANTUM OF DEPRECIATION 


The quantum of depreciation to be provided in an accounting period involves the exercise 
of judgment by management in the light of technical, commercial, accounting and legal 
requirements and accordingly may need periodical review. If it is considered that the 
original estimate of useful life of an asset requires any revision, the unamortised 
depreciable amount of the asset is charged to revenue over the revised remaining useful 
life. 

In fact, the quantum of depreciation to be provided in the accounts depends on a 
number of factors, which include the following: 


e The cost of the asset 

e The estimated working life of the asset 
e The estimated scrap value of the asset 
e The risk of obsolescence 

e Income tax rule regarding depreciation 
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Prior to Companies (Amendment) Act 1960, it was not legally compulsory to provide 
for depreciation before distribution of dividend. Then companies could pay dividend with- 
out providing for depreciation in pursuance of judgments in the cases-Lee vs Neuchatel 
Asphalt Co. Ltd. (1889) and Wilmer vs Mcnamara & Co. Ltd. (1895). However, depreciation 
is a charge against profit. If itis ignored while paying dividend, capital erosion could not be 
ruled out. The financial statements of the enterprise are also unlikely to represent a true and 
fair view of the state of affairs of the enterprise. So, Section 205 has been included in the act 
requiring every company to make provision for depreciation before payment of dividend. 
The act has further stipulated that if a company has failed to make provision for deprecia- 
tion in past year or years, it has to provide for such arrears of depreciation in addition to 
depreciation for current year before paying dividend. The amount of depreciation must not 
be less than the amount calculated at the rates specified in Schedule XIV, which has been 
inserted by the Companies (amendment) Act 1988. 

However, the act has given the central government power to allow a company to 
declare dividend without providing for depreciation, where it is necessary to pay dividend 
in the public interest. It is important to note that absence in the Schedule XIV of any rate of 
depreciation on an asset or circular of the central government in this regard will not spare a 
company for non-provision of depreciation before payment of dividend. In this case it will 
be the obligation of the company to approach the central government for approval of the 
basis of depreciation. 

However, if the book value of an asset has already been reduced to five percent or less 
to its original cost, it will not be statutorily necessary to make provision for depreciation. 

Provisions of the Companies Act regarding quantum of depreciation are as follows: 

1. Schedule XIV of the Act specifies the rates of depreciation for various categories of 
assets. The schedule specifies rates for straight-line method and written-down 
method separately and the company is at liberty to adopt rates under any method. 

2. If there is any addition to assets during the financial year, depreciation should be 
calculated on pro-rata basis from the date of such addition. Similarly if any asset is 
sold, discarded or demolished during the financial year, depreciation should be pro- 
vided up to the date on which the asset is sold, discarded or demolished. 

3. Schedule XIV also provides separate depreciation rates for double-shift and triple- 
shift machinery working under both straight-line method and written down value 
method. 

4. The Act requires a company to make provision for depreciation arrears along with 
current year’s depreciation if it wants to pay dividend during the year. 

5. The amount of depreciation to be calculated at the rates specified in the schedule is 
to be viewed as minimum. If higher amount of depreciation becomes justified on the 
basis of bonafide technological evaluation, such higher amount may be provided 
with proper disclosure by way of a note forming part of annual accounts. 

6. Shortfall or non-provision of depreciation should be properly disclosed by way of 
note in pursuance of Part II of Schedule VI of the Companies Act. 

7. Apart from the written-down value method and straight-line method, depreciation 
can be charged on any other basis approved by the central government. Such 
method should, however, write off at least 95 percent of the original cost of the asset 
on the expiry of the specified period. 
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7.6 DISTINCTION BETWEEN DEPRECIATION AND AMORTISATION 


Depreciation is the process of allocation of cost of fixed assets to successive profit and loss 
account over its useful life. The purpose of such allocation is to recover gradually the 
amount of capital invested in the asset so that the same can be replaced at the end of its life 
without further infusion of capital. 

On the other hand, intangible assets, such as goodwill, trade marks and patents are 
written off over a number of accounting periods covering their estimated useful lives. This 
periodic write off is called amortisation, which is similar to depreciation of tangible assets. 
The term amortisation is also used for writing off leasehold premises. 


The distinction between depreciation and amortisation is presented in Table 7.1. 


ILLAE Distinction between depreciation and amortisation 


Points of difference Depreciation Amortisation 

1. Definition Theportiorofcostoffixedangiblassets The portionof costof fixedintangible 
writtenoff as expiredcost is called assetsvritterof asexpire¢tosïs gener- 
depreciation. ally known as amortisation. 

2. Residual value Whilecalculatinglepreciatiorresidual Noresiduavaluds usuallyonsidereith 
value of fixed assets is generally determinatia@f periodiamortisatioas 
considered. mostoftheintangiblassetalonothave 

any residual value. 

3. Method Thereare diferentmethodgf charging Amortisatiors generallydoneon the 


depreciationike straight-linanethod, basis of fixed instalment method. 
reducing balance method etc. 


4. Determination of The benefitgo be derivedout of fixed There involvesa high degree of 
depreciation tangiblassetaremoreorlesscertainSo uncertaintyegardingheflowof benefit 
the amountof depreciationcan be outof intangibles[hevalueof benefit 
determined more easily and lagically may rangefromzeroto a substantial 
amountSotheestimatioofamortisation 
becomes subjective and less logical. 


7.7 DIFFERENT METHODS OF DEPRECIATION 


There are different methods of depreciation. An entity may adopt any one of the methods of 
depreciation for its assets. Again, it may adopt different methods of depreciation for 
different types of assets provided the same are adopted on a consistent basis. Even a 
company having plants at different locations may adopt different methods of depreciation 
in the same accounting year. Further it may be noted that depreciation would be charged on 
pro-rata basis in respect of assets acquired during the financial year. 


Different methods of charging depreciation are as follows: 


1. Straight line method 


This is the most popular method because of its simplicity and consistency. It requires 
allocation of an equal amount to each period. A fixed amount of the original cost is charged 
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as depreciation every year. Thus, the asset is written down in value each year by the same 
amount. Under this method, the book value of the asset may be reduced to zero. The 
amount of depreciation under this method is calculated as: 


Cost of the asset — Residual value 
Estimated useful life 


Annual depreciation = 


So, depreciation under this method is the reciprocal of the estimated useful life if the 
scrap value is considered as nil. 


2. Reducing balance method 


Under this method, instead of a fixed amount, a fixed rate on the reduced balance of the 
asset is charged as depreciation every year. Since a constant percentage rate is being 
applied to the written down value, the amount of depreciation charged every year 
decreases over the life of the asset. This method assumes that an asset should be 
depreciated more in earlier years of use than later years because the maximum loss of an 
asset occurs in the early years of use. The fixed percentage rate, to be applied to the 
allocation of net costs as depreciation, can be obtained by the following formula: 


r (rate of depreciation) = 1 — ¥/s/c 


where 
n = the expected useful life in years 
s = the scrap value 
c = the acquisition cost 
It may be noted in this context that the Companies Act, 1956 through Section 205 gives 
recognition to only the above two methods as the methods of depreciation, which a 
company can adopt for its accounting purposes. 


3. Sinking fund method 


Under this method, a fund is created by the regular investment of a fixed amount to 
accumulate the amount required to replace an asset in the future. This method is based on 
the concept of present value of money. The previous two methods made no attempt to 
generate fund for replacement of asset at the end of its useful life, In this method, an 
amount equivalent to depreciation charged is invested outside the business in securities 
and are allowed to accumulate at compound interest so as to produce the required amount 
to replace the asset after a specified period of time. 


4. Insurance policy method 

This method is similar to sinking fund method but, instead of investing the money in 
securities, the amount is used in paying premium on a policy taken out with an insurance 
company. The policy should mature immediately after the expiry of the useful life of the 
asset. The money that is received from the insurance company is used to replace the asset. 
Though the interest received is lower than that could be obtained by investing in securities, 
the risk of loss on realisation of securities can be avoided under this method. 


5. Sum of the years’ digit method 
This method assumes that the depreciation charge should be more in the early years of the 
life of the asset. Under this method, the amount of depreciation is calculated by 
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multiplying the cost by a fraction based on the sum of the number of periods of the useful 
economic life of the asset. Depreciation under this method is computed as follow: 


Number of year’s life remaining 


Depreciation = x (Cost — Salvage value) 


Sum of years digits 


where, sum of years’ digits = (n = life of the asset) 


n(n+1) 
2 


6. Annuity method 


Under this method, the total amount of depreciation written off during the life of the asset 
equals the net cost of the asset plus interest calculated on the reducing balance. The basis of 
this method is to consider the time value of money and opportunity cost of capital locked 
up in the asset. When an amount is invested in acquiring an asset, the business has to forgo 
some amount of interest, which could have been earned if the money was employed in the 
purchase of an income-producing asset. This method of depreciation can be applied to an 
asset, the life of which will extend to a known period. 


7. Revaluation method 

This method is applied for the writing-off of a fixed asset to its current market value. To 
ascertain the real profit for an accounting period, it is necessary to value the assets each year 
at the end of the period and any decrease in the value as compared with the book value 
should be charged against profit as depreciation. If any profit is arising out of revaluation of 
assets, it should be credited to revaluation reserve account, where it will find a place on the 
liability side of the balance sheet. This revaluation method is a departure from historical 
cost accounting with regard to the valuation of assets. 


8. Depletion method 

This method is an accounting for natural resources rather than accounting for depreciation. 
Wasting assets, such as mines, quarries and the like are examples of such natural resources. 
The distinguishing feature of these types of assets is that they cannot be depreciated, but 
can gradually be depleted. Therefore, this method is applied to wasting assets only, where 
the output for each year depends on the quantity extracted. So, under this method, 
depreciation is calculated first by making an estimate in advance of the total quantity to be 
extracted over the life and then the cost of the asset is apportioned over the periods of the 
assets in proportion to the rate of extraction. 


9. Machine hour rate method 

This is a method of providing depreciation on annual machine hours in use as compared 
with total anticipated machine hours over the life of the machine. Under this method, it is 
necessary to estimate the total effective working hours of the machine during its whole life 
and to divide this total into the net cost of the machine and thus arriving at an hourly rate of 
depreciation. So, the depreciation charge per machine hour would be— 


ine — l 
Machine Hour Rate = Cost of the machine - Scrap value 


Effective working hours 


But this method ignores an important aspect i.e. depreciation also takes place when a 
machine is not in use. 
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10. Depreciation and repair fund method 


Under this method, total maintenance costs are estimated for the entire life of the asset and 
added to its net capital cost to get a composite figure, which is divided by the number of 
years the asset is expected to last. The resultant amount is considered as depreciation per 
year. The cost of repairs and maintenance are added to calculate the amount of 
depreciation in this method. As a result, this method can be considered one of the best 
methods of equalising the burden of the cost of the assets regarding its acquisition as well as 
its maintenance. 


DEPRECIATION ACCOUNTING AS PER AS-6 


AS-6 (Depreciation Accounting) issued by the Institute of Chartered Accountants of India 
lays down the accounting principles regarding depreciation. AS-6 provides as follows: 
1. Application 
The standard is applicable to all depreciable assets except the following: 
e Forests, plantations and similar regenerative natural resources 


e Wasting assets including expenditure on the exploration for and extraction of 
minerals, oils, natural gas and similar non-regenerative resources 


e Expenditure on research and development 
e Goodwill 
e Livestock 


2. Concept of depreciation 


A measure of the wearing out, consumption or other loss of value of a depreciable asset 
arises from the following: 


e Use 
e Effluxion of time 
e Obsolescence. 


3. Depreciable assets 

The assets which have the following features are termed as depreciable assets: 
e Expected to be used for more than one accounting period 
e Have a limited useful life 


e Are held for use in production or supply of goods and services, for rental to others or 
for administrative purposes. 


4. Useful life 
As asset is considered to have a useful life under the following conditions: 
e When the period over which a depreciable asset is expected to be used by the 
enterprise 
e When the number of production or similar units expected to be obtained from the 
use of the asset by the enterprise. 


} Auditing: Principles and Techniques 


5. Depreciable amount 


Depreciable amount of a depreciable asset is its historical cost or other amount substituted 
for historical cost in the financial statements, less the estimated residual value. 


6. Depreciation method 
The method should be applied consistently from period to period. Any change in the 
method of depreciation should be made only if the new method has the following: 

e Itis required by the statute 

e Itis required for compliance with an accounting standard 


e It would result in a more appropriate preparation or presentation of financial 
statements. 


7. Change in the method of depreciation 

Depreciation should be recalculated in accordance with the new method from the date of 
the asset coming to use. The deficiency or surplus should be adjusted in the accounts in the 
year in which the method of depreciation is changed. 


Example 

A company purchased machinery for Rs. 1,00,000 on 1* April 2002 and followed the diminishing 
balance method of depreciation @ 15%. At the end of March, 2005 it was decided to follow the 
straight-line method of depreciation at Rs. 15,000 per year from the very beginning. How should the 
company give effect to this change in the method of depreciation? 


Solution 

Total Depreciation from 1.4.2002 to 31.3.2005 under old method = 38,590 
[Rs. (15,000 + 12,750 + 10,840)] 

Total Depreciation from1.4.2002 to 31.3.2005 under new method = 45,000 
[Rs. 15,000 x 3] Rs. 6,410 


So, additional depreciation to be provided in 2004-05 is Rs. 6,410.00 debiting profit and loss 
account and crediting machinery account. 


8. Change in useful life 


Useful life of the asset should be reviewed periodically. Where there is a revision, the 
unamortised depreciable amount should be charged over the remaining useful life. 


9. Change in the historical cost 
The depreciation on the revised unamortised depreciable amount should be provided 
prospectively over the residual useful life of the asset. 
10. Revaluation of asset 
On revaluation, the provision for depreciation should be based on the following: 
e The revalued amount 
e The estimate of the remaining useful life 


Example 
X Ltd. acquired a building on 1st January 1988 at a cost of Rs. 3,20,000. The useful life of the 
building was estimated as 50 years and depreciation is provided on a straight-line basis. The 
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building was revalued on 30" June 2005 for Rs. 8,40,000. Assuming no change in the remaining 
useful life, calculate the surplus on revaluation and depreciation to be charged in the profit and loss 
account of 2005. 


Solution 

Surplus on revaluation 

Revaluation on 30" June 2005 = Rs. 8,40,000 
Net book value at 30" June 2005 = Rs. 2,08,000 


Surplus = Rs. 6,32,000 
This surplus of Rs. 6,32,000 should be credited directly to revaluation reserve as per AS-10. 


Depreciation to be charged to the profit and loss account of 2005 


Up to 30.06.2005, depreciation will be calculated on original value and from 1.7.2005 it is to be 
calculated on revalued figure. 


(a) On historical cost (up to 30.6.2005) = (Rs. 3,20,000/50) x %= 3,200 
(b) On revalued amount [1.7.2005 to 31.12.2005] = (Rs. 8,40,000/32.5) x 17.5 = 12,923 
Total = 16,123 


ACCOUNTING DISCLOSURE REQUIREMENT 


Clause 3(iv) of Part-II of Schedule VI to the Companies Act, 1956 provides that the profit 
and loss account must disclose the amount of depreciation, renewals and diminution in the 
value of fixed assets. If no provision has been made for depreciation in respect of a 
particular asset, the fact that no provision has been made should be stated and the quantum 
of arrears depreciation computed in accordance with Section 205(2) should be disclosed by 
way of a note. 


The form of the balance sheet prescribed under the Companies Act, 1956 (Schedule VI 
Part (1)) further requires that total depreciation written off or provided in respect of each 
asset should be disclosed. 

AS-6 requires the following information to be disclosed in the financial statements: 

e The historical cost or other amount substituted for historical cost of each class of 

depreciable assets 

e Total depreciation for the period for each class of assets, and 

e The related accumulated depreciation 

It also requires disclosure of information in the financial statements along with the 
disclosure of other accounting policies— the depreciation methods used, and depreciation 
rates or the useful life of the assets, if they are different from the principal rates specified in 
the schedule governing the enterprise. 


7.10 LEGAL NECESSITY OF PROVISION FOR DEPRECIATION 


On account of the provision under Section 205 that no dividend shall be declared except out 
of profit arrived at after providing for depreciation in accordance with the provisions of the 
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Act, it becomes obligatory for every company distributing dividend to make a provision for 
depreciation. 

Sub-section (2) of Section 205 prescribes different methods that may be adopted for 
computing the amount of depreciation. These can be summarised as follows: 


1. Method as per Income Tax Act 


The charge on account of depreciation may be calculated in the manner required by Section 
350, i.e. at the rates prescribed for different assets by the Income-Tax Act, 1961 and the rules 
framed there on in respect of depreciation. 


2. Amount to be depreciated 

It may be calculated at a rate arrived at by dividing 95% of the original cost of the asset to 
the company, by the number of years at the end of which 95% of its original cost has been 
provided for as depreciation. 


3. Other methods as approved by central government 

The provision for depreciation may be made on any other method approved by the central 
government, which has the effect of writing off by way of depreciation 95% of the original 
cost to the company of each depreciable asset at the expiry of the specified period. 


4. Where no rate is available 


If a company possesses a depreciable asset for which no rate for depreciation has been 
prescribed by the Income Tax Act, 1961 or the rules framed there on, the amount of depre- 
ciation should be computed on such basis as the central government may approve, either 
by any general order published in the official gazette or any special order in particular case. 


7.11 PROVISION FOR DEPRECIATION FOR PAST YEARS 


The provisions as contained in Section 205(1) prescribes that if a company has not provided 
for depreciation for any previous financial year or years ending after 28.12.1961 (the date 
when the Companies (Amendment) Act came into force), it shall, before declaring or pay- 
ing dividend, provide for such depreciation 

e either out of that financial years’ profit, or 

e out of the profits of any other previous financial year or years. 

There are, however, two exceptions to this rule. 

1. The profits of financial year or years ended before 28.12.1960 may be distributed 
even though in arriving at these profits, no depreciation in respect of past years had 
been provided. 

2. A company may be permitted by the central government, if it is thought necessary, 
to pay dividend for any financial year without first providing for depreciation for 
that year or for any earlier years. The central government, would, however, exempt 
a company only if it finds that such a distribution is necessary in the public interest 
[Section 205(1)(c)]. 
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The Department of Company Affairs, Ministry of Law, Justice and Company Affairs, Gov- 
ernment of India, issued a notification during December, 1993, which has been inserted as 
Notes No. 8 in Schedule XIV to the Companies Act, 1956 that “Notwithstanding anything 
contained in the schedule, depreciation on assets, whose actual costs does not exceed Rs. 
5,000 shall be provided @100%. However, in respect of the fixed assets acquired prior to 
December, 1993 alternative basis of computation of depreciation is permitted.” 


7.12 DEPRECIATION ON LOW VALUE ITEMS 


But Note 4 to the Schedule XIV requires that, where during any financial year any 
addition has been made to any asset, the depreciation on such asset should be calculated on 
a pro-rata basis from the date of such additions. As Note 8 to Schedule XIV prescribes the 
rate of depreciation of 100%, pro-rata depreciation should be charged on addition of the 
said low value items of fixed assets also. However, the company can write off fully low 
value items on the consideration of materiality. Where, such an accounting policy is fol- 
lowed by a company, the same should be properly disclosed in the accounts. 


7.13 DEPRECIATION ON WASTING ASSETS 


In terms of the decision in the case Lee vs Neuchatel Asphalte Co. Ltd. (1889), there does not 
appear any necessity to provide depreciation on wasting assets like mines, quarries etc. In 
the present day context, however, it is highly doubtful whether the principle propounded 
in the above case would hold good. 

Wasting assets exhaust by working and necessarily involve depletion of the capital 
employed on such assets. It is, therefore, necessary with a view to maintain the capital 
employed, a charge for such depletion for ascertaining a true and fair view of the financial 
statements. Also according to the opinion of the company law board, depreciation on wast- 
ing assets is a necessary charge for arriving at the true and fair picture of the profit and loss 
account and balance sheet. 


7.14 CHANGE IN THE METHOD OF DEPRECIATION 


According to Sec. 205(2) and 350 of the Companies Act, 1956, two methods of charging 
depreciation namely straight-line method and reducing balance method have been recog- 
nised. However, a company is also allowed to follow any other method of charging depre- 
ciation duly approved by the central government. Whatever method of depreciation is 
followed by a company, it should be followed consistently. Consistency in the method is 
necessary to ensure comparability of the results of the operations of the enterprise from 
period to period. It is to be noted that Companies Act, 1956 does not restrain a company to 
change the method of depreciation. 

However, AS-6 issued by the Institute of Chartered Accountants of India has suggested 
the change in the method of depreciation only when any of the following hold: 


1. The change is required by the statute or for compliance with an accounting standard. 


2. The change in the method of depreciation will ensure more appropriate presentation 
of financial statements. 
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If the change in the method of depreciation has to be effected due to any of the above 
reasons, following procedures should be observed: 
(a) The change in the method should be implemented with retrospective effect. In other 
words, depreciation should be recalculated in accordance with the new method 
from the date of the asset coming into use. 


(b) The adjustment for excess or short depreciation should be treated as prior period 
and extra ordinary item and should be reflected in income statement accordingly. 

(c) The change in the method of depreciation should be treated as change in accounting 
policy and should be disclosed accordingly. 


7.15 AUDITOR'S DUTY AS REGARDS DEPRECIATION 


Apart from fixed assets in respect of which depreciation must be provided, it also has to be 
provided on semi-permanent assets, e.g. patents, trade marks etc. Since the auditor is not in 
a position to estimate the working life of a majority of them, for this he has to rely on the 
opinion of persons who have a technical knowledge of the assets. He must, however, satisfy 
himself that an honest attempt has been made to estimate the working life of each asset, that 
the total provision for depreciation is adequate and that the method adopted for determin- 
ing the amount to be written off is properly disclosed in the profit and loss account and the 
balance sheet. 


In part III of Schedule VI of the Companies Act, it is provided that any amount written 
off as depreciation is to be regarded as a provision, but any amount so written off, which is 
in excess of the amount, to which in the opinion of the directors is reasonably necessary for 
the purpose, to be regarded as a ‘reserve’. The amount should be shown as a reserve under 
the head “reserves and surplus” on the liabilities side of the balance sheet. It is the duty of 
the auditor to ensure himself that the above provisions are being followed in maintaining 
depreciation accounting. 
So, the duties of an auditor in connection with depreciation can be stated as follows: 
1. The auditor should ensure which method of depreciation, ie. whether straight-line, 
method or reducing balance method as stipulated in Schedule XIV to the Companies 
(Amendment) Act 1988 is being followed by the company. 

2. The auditor should check that depreciation has been provided at the rates not less 
than the rates specified in Schedule XIV to the Companies (Amendment) Act 1988. 


3. He should see that if any other method of depreciation is in use, it has got the 
approval of the Central Government. 

4. He should also make sure that the method of depreciation and the rate of deprecia- 
tion, which are not in accordance with Schedule XIV, have been duly disclosed. 

5. The auditor should ensure that if an asset is sold, discarded, demolished or 
destroyed, the excess of written down value over its sale proceeds or its scrap value 
has been written off in the financial year in which it is sold, discarded, demolished or 
destroyed. 


6. The auditor should ensure that the provision for depreciation on additions, dele- 
tions etc. during the accounting year have been made on pro rata basis. 


12. 


13. 


14. 


Depreciation Q 


. He should check the extra shift depreciation for double shift or triple shift, working 


has been computed in respect of plant and machineries in proportion of the number 
of days the company worked double shift or triple shift, as the case may be, bears to 
the total number of normal working days during the year. 


. The auditor should see that dividend has been declared only out of profits arrived at 


after provision for depreciation. 


. He should ensure that the amount of depreciation written off has been clearly dis- 


closed in the profit and loss account. 


. He should see that the accounting policy of the company has clearly stated the 


method of depreciation in use. 


. The auditor should satisfy himself that adequate amount of depreciation has been 


provided. If he is not satisfied with the adequacy of amount of depreciation, he will 

persuade the management to make further provision for depreciation. 

He should see the same method of charging depreciation is being followed year after 

year. If there is any change in the method of depreciation he will enquire into the 

reason and satisfy himself with its justification. 

He will see that excess depreciation provided so far has been transferred to reserve 

and shown under the head ‘reserves and surplus’ on the liabilities side of the balance 

sheet. 

The auditor should check that the following information has been disclosed in the 

financial statements: 

(a) The historical cost or other amount substituted for historical cost of each class of 
depreciable assets 

(b) Total depreciation for the period for each class of assets 

(c) The related accumulated depreciation 


7.16 LEGAL VIEWS AS REGARDS DEPRECIATION 


Decisions taken in different legal cases reflect the legal view regarding depreciation. Some 
such cases are summarised below. 


ase Study eZ 


1. Case: Wilmer vs McNamara Co. Ltd. (1895) 


Legal view: A company could not be restrained from declaring a dividend out of 
current profits merely because no provision had been made for the depreciation on 
fixed assets. 


. Case: Verner vs General Commercial Investment Trust Ltd. (1894) 


Legal view: A Trust company may not make good the loss of capital. Fixed capital 
may be sunk and lost, yet the excess of current receipt must be kept up. 
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3. Case: Bolton vs Natal Land Colonisation Co. Ltd. (1891) 
Legal view: A company may declare a dividend out of current profits without nec- 
essarily making good the loss of capital. 

4. Case: Lee vs Neuchatel Asphalte Co. Ltd. (1889) 


Legal view: Subject to the provisions in the articles of association, a company may 
distribute dividend without providing for depreciation on its wasting assets. 


POINTS TO PONDER 


e “Depreciation is a measure of the wearing out, consumption or other loss of value of 
depreciable assets arising from use, effluxion of time, obsolescence through technology 
and market change”: AS-6. 

e Depreciable amount of a depreciable asset is its historical cost or other amount substituted 
for historical cost in the financial statement less the estimated residual value. 

e The purposes for which depreciation is provided include keeping the capital intact, 
ascertaining the cost accurately, charging the initial costs against earnings and preparing 
true and fair statements of accounts. 

e Depreciation is caused basically for two factors: physical factors and economical factors 
i.e. directly through deterioration and indirectly through obsolescence. 

e Cost of the assets, its scrap value and the expected useful life are the bases of charging 
depreciation. 

e The quantum of depreciation depends on a number of factors, which include the cost of 
the asset, the estimated working life of the asset, the estimated scrap value, the risk of 
obsolescence and the income tax rule regarding depreciation. 

e Prior to the Companies Act, 1960 it was not legally compulsory to provide for 
depreciation before distribution of dividend. At present, according to Section 205 of the 
Companies Act requires that every company should make provision for depreciation 
before payment of dividend. 

e Different methods of charging depreciation include straight-line method, reducing 
balance method, sinking fund method, insurance policy method, sum of year’s digits 
method, annuity method, revaluation method, depletion method, machine hour rate 
method, and depreciation and repair fund method. 

e The historical cost or the amount substituted for historical cost, total depreciation for the 
period and accumulated depreciation of each class of assets should be disclosed in the 
financial statements. 

e Whatever method of depreciation is followed by a company, it should be followed 
consistently. The change in the method of depreciation is permissible if it is required by 
the statute or will ensure better presentation of financial statements. 

e The auditor should ensure that the company is following the method of depreciation as 
stipulated in Schedule XIV of the Companies Act. 
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e He should also make sure that the method and the rate of depreciation have been duly ) 
disclosed. 


e The auditor should ensure that the provision for depreciation on additions, deletions etc. 
during the accounting year have been made on pro-rata basis. 

e He should see the same method of charging depreciation is being followed year after year. 

e He should also ensure that excess depreciation provided has been transferred to reserve 
and shown under the head ‘reserves and surplus’ on the liabilities side of the balance 


C sheet. J 


REVIEW QUESTIONS 


Short-answer Questions 


1. What do you mean by the term ‘depreciation’? 

Is it necessary to make provision for depreciation? 

. State the main factors to be considered for determining the amount of depreciation? 

Is it legally compulsory to charge depreciation on assets? 

. Discuss the provisions of the Companies Act regarding arrears depreciation. 

. Is there any statutory necessity to make disclosures of depreciation in company accounts? 
. What are the provisions of the Companies Act regarding depreciation on low value items? 
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Is depreciation on wasting assets a necessary charge for arriving at the true and fair picture 
of the financial statements of a company? 


Essay-type Questions 


1. Is it absolutely necessary that depreciation should be provided for before profits are distrib- 
uted as dividend? What are the provisions of the Companies Act, 1956 regarding the quan- 
tum of depreciation to be provided for in the annual accounts? 

2. A limited company wants to change its method of providing for depreciation from reducing 
balance method to fixed instalment method. Can the company do so? If so, explain as to 
how? In this context, discuss the view of AS-6 of ICAI and auditor’s duties in regard to 
depreciation. 

3. Anenterprise purchases an item of machinery on 1.4.2002 for Rs. 1,00,000. It depreciates this 
item at the rate of 10% per annum on straight-line basis. On 1.4.2005, the enterprise decides 
to change the method of depreciation from straight-line to written down value. The applica- 
ble rate under the new method is 15%. How should the enterprise give effect to this change in 
the method of depreciation? 

4. Discuss the accounting treatment of the following: 

(a) Change in the method of depreciation 
(b) Change in the value of the asset 


5. A limited company wishes to change over from the written down value method of providing 
depreciation which it has hitherto been following to the straight-line method. The company 
seeks your opinion on this proposed action. Advise. 
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Reserves and Provisions Q 


Reserves are amounts appropriated out of profits, which are not intended to meet any 
liability, contingency, commitment or diminution in the value of assets known to exist at 
the date of the balance sheet. 

According to American Institute of Accountants, “the use of the term reserve is limited 
to indicate that an undivided portion of the asset is being held or retained for general or 
specific purposes”. 


CONCEPT OF RESERVES 


CONCEPT OF PROVISIONS 


Provisions are amounts charged against revenue to provide for the following: 

(a) Depreciation, renewals or diminution in the value of assets 

(b) A known liability, the amount whereof cannot be determined with substantial 

accuracy 
(c) A claim, which is disputed 
According to the Penguin Dictionary of Commerce, “a provision is the amount written 

off or retained by way of providing depreciation, renewals or diminution in the value of 
assets, or retained by way of providing for any known liability of which the amount cannot 
be determined with substantial accuracy”. 


DIFFERENCE BETWEEN RESERVES AND PROVISIONS 


Reserves represent that portion of the business profits, which is meant for a use in future, in 
situation of emergency or contingency—general or specific. On the other hand, provisions 
are charges against earnings and must be shown in the profit and loss account. In the bal- 
ance sheet, reserves are shown under the heading ‘reserves and surplus’ irrespective of the 
nature of reserves, capital or revenue. But, in case of provisions, that part of the provisions 
which represents liabilities will be shown under the heading ‘current liabilities and 
provisions’ and that part of the provisions which represents the diminution in the value of 
assets, e.g. provisions for depreciation, provisions for bad and doubtful debts are 
generally deducted from the balance of the concerned assets in the asset side of the balance 
sheet. 


The difference between reserves and provisions is illustrated in Table 8.1. 


CLASSIFICATION OF RESERVES 


The net worth of the company consists of capital contribution by the shareholders as well as 
total undistributed profits held either to the credit of the profit and loss account or to a 
reserve. The reserves can again be segregated as revenue reserves and capital reserves. 


As per Part I of Schedule VI, the following items are shown under the heading 
“reserves and surplus” in the liabilities side of the balance sheet: 


e Capital reserves 
e Capital redemption reserves 
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TABLE 8.1 


Reserves 


1. Itis anappropriatiaof profit Hencat is createdby 
debitingrofit& lossappropriaticaaccount. 


2. Areservés createdoranunknowhiability 


3.Creatiorof reservesiependguponthe financial 
policy of the firm. 


4. The reservas shownin the balancesheetof a 
companyndethehead'Reserve& Surplus”. 


5.Pastreservescan be utilisedfor distributiorof 
dividend. 


6. It is possibl¢o creataevenuenlyif thecompany 
earngprofit!f thereis a loss,noreserveannobe 
created as it is an appropriation of profit. 


7. Creatiowf reserveégs discretionagndtheauditor 
neednot devotenuchtimefor the verificatioof 
reserves. 


8. A reservés alwayseservéillit is fullyutilisedEven 
if itis mordhantherequirementwillnotchangéts 
nature. 


Distinction between reserves and provisions 


Provisions 
1. ItisachargagainsprofitHencétisdebitedoprofit 
and loss account. 
2. Aprovisiors maddora knowniability 


3. Creatioofprovisionisamuststhesa@aremeantor 
meeting known liabilities. 

4.The provisionsare usuallydeductedfrom the 
concernedssetsn the assetsideof the balance 
sheet. 

5. Provisiogannevebeutilisedordividen@ayment. 
Onlyexcesgprovisiomritteroackcanbe usecfor 
dividend distribution. 

6.Provisionarepossibléo be madeevenif thereis 
loss as it is a charge against profit. 


7. Creatioofprovisiors a mustandtheauditoshould 
qualifisreportf adequatprovisionsrenotmade. 


8. AsperSchedul¥loftheCompanie&sct provisiom 


excess of requirement can be treated as reserve. 


e Other reserves specifying the nature of each reserve and the amount in respect 
thereof less debit balance in profit and loss account (if any) 


e Securities premium account 


e Surplus, i.e. balance in profit and loss account after providing for proposed alloca- 
tions, namely—dividend, bonus or reserves 


e Proposed additions to reserves 
e Sinking fund 


8.4.1 Revenue Reserve 


It represents profits that are available for distribution to shareholders held for the time 
being for any one or more purposes, e.g. supplement divisible profits in lean years, to 
finance an extension of business or to generally strengthen the financial position of the com- 


pany. 


Since the creation of this reserve is not a must, the auditor has no duty to report on the 
creation, adequacy or inadequacy of sucha reserve. He may advise the management on the 
desirability of creation and maintenance of such reserve in the interest of the business. 
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It represents reserves which are created out of capital profit. Capital profits are those prof- 
its, which do not arise in the normal course of business. So, capital reserve is created out of 
the profits of following nature: 


8.4.2 Capital Reserve 


(a) Profit earned on sale of fixed assets at a price in excess of cost 
(b) Profit on revaluation of all assets 

(c) Profit earned prior to incorporation of the company 

(d) Profit on re-issue of forfeited shares. 

According to the definition of capital reserve, as contained in Part-II of Schedule VI to 
the Companies Act, it is reserve, which does not include any amount regarded as free for 
distribution through the profit and loss account. In the narrowest sense, therefore the 
description would include only Securities premium, Capital redemption reserve, Develop- 
ment rebate reserve and Profit on re-issue of forfeited shares. 

A capital reserve can be generally utilised for the following purposes: 

e Itcan be utilised for issuing bonus shares, if the Articles of Association so provide. 

e Itcan also be utilised for writing off various types of intangible and fictitious assets. 


But the amount of securities premium or capital redemption reserves account can be 
utilised only for the purposes specified in Section 78 and Section 80 of the Companies Act. 


The question whether capital reserve can be made available for the distribution of divi- 
dend or not has not been dealt specifically with by the Companies Act. However, from the 
decisions of the two leading cases, i.e. (1) Lubbock vs The British Bank of South America 
(1892) and (2) Foster vs. The New Trinidad Lake Asphalte Co. Ltd. (1901) it is learnt that the 
following conditions must be fulfilled before distribution of dividend out of capital reserve: 


(a) The Articles of Association must authorise such distribution. 


(b) The capital reserve created out of profit on sale of fixed assets should be realised in 
cash. 


(c) The capital profit must exist after revaluation of all the assets and liabilities of the 
company. 
So, capital reserve created out of the following incomes is not available for dividend 
payment: 
(i) Securities premium, the distribution of which as dividend is specifically prohibited 
by Section 78 of the Companies Act 
(ii) Capital redemption reserve 
(iii) Profit on re-issue of forfeited shares 
(iv) Profit prior to incorporation 
(v) Profit on redeeming debentures at a discount 
(vi) Profit on purchase of business. 


The auditor should examine that the capital reserve is created out of capital profits 
only. If the capital reserves are to be utilised for distribution of dividend, he should ensure 
that the same is permitted by the articles of the company. 
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8.4.3 Capitalisation of Reserve 


The term ‘capital reserve’ should not be confused with the term ‘capitalisation of reserve. 
Capitalisation of reserve is the process by which the reserve, whether capital in nature or 
revenue nature is permanently retained by the company by way of issuing bonus shares. It 
is one of the methods of financing the growth and expansion of the business and is popu- 
larly known as the ‘ploughing back of profit’. 


So, capital reserve and capitalisation of reserve are two different terms having the fol- 
lowing differences between them as depicted in Table 8.2. 


ILY: 3A Distinction between capital reserve and capitalisation of reserves 


Capital reserve Capitalisation of reserves 


1. Capital reserve is created out of capital profit ontyCapitalisatiof reservés doneeitheroutof capital 
reserve or revenue reserve. 


2. Capitateservaloesnotincreas¢hecapitabfthe 2.Capitalisatioof reservancreaseshe amounbf 
company capital of the company 


3. Therds nospecifiprovisiomtheCompanie&ct 3.SEBlhas introducedetailedguidelinegor the 
regarding creation and utilisation of capital reserveapitalisation of reserves. 


4. Capitateservés createdbyanytypeofcapitaprofit 4. Capitalisatiasfreservés possiblenlyoutof some 


when they arise. specific reserves. 
5.Creatiorof capitareservads accompanieoy an 5. Capitalisati@ireserveloemotincreastheassets 
increase in asset of the company ofthebusinessOnlytherds someeorganisatiat 


capital structure of the company 


Advantages of capitalisation of reserve 


Capitalisation of reserve is the process by which reserve is permanently retained by the 
company by way of issuing bonus shares. The shareholders as well as the company itself 
are benefited from the issue of bonus shares. 


Advantages from the point of view of shareholders 
1. The shareholders get back their undistributed profit in the shape of shares. 


2. Accumulated profit can be distributed without disturbing the liquidity position of 
the company. 


3. It will increase the number of shares in the hands of the existing shareholders with- 
out any extra payment. Thus it will increase the marketability of shares. 


4. They receive profit of the company, though in kind, but in case of necessity, shares 
can be converted into cash by selling them in the market. 


Advantages from the point of view of the company 


1. The company can keep its shareholders happy without impairing the financial posi- 
tion and liquidity of the company. 


2. Creditors can feel more protected due to increase in share capital. 


3. Growth of the company is ensured by permanently keeping the reserve in the busi- 
ness. 
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4. By way of capitalisation of reserves, disparity between effective capital and book 
capital can be eliminated and the balance sheet can be presented in a more meaning- 
ful way. 


Auditor’s duty in respect of capitalisation of reserves 
The auditor will ensure that the following SEBI guidelines have been duly adhered to by 
the company at the time of capitalising its reserves. 
1. Bonus shares can be issued out of free reserves created out of genuine profits or 
securities premium only. 
2. Reserves created out of revaluation of assets have not been utilised for the purpose 
of capitalisation. 
3. The company has not defaulted in payment of interest and principal in respect of de- 
bentures and public deposits. 
4. There has been provision in the Articles of Association authorising the company to 
issue bonus shares. 
5. The extended capital after the issue of bonus shares has been within the limit of the 
authorised capital of the company. 
6. In addition to the above guidelines, the auditor will also check the accounting entries 
to ensure himself that they have been passed properly in the books of accounts. 


8.4.4 Reserve Fund 


Reserves can either be retained in the business as a part of working capital or invested 
outside the business in marketable securities. 

The term ‘reserve fund’ is used to describe a reserve only when the amount of reserve is 
invested outside the business and it is represented by the readily realisable assets. 

Again, according to Part-I of Schedule VI to the Companies Act, the word ‘fund’ in re- 
lation to any ‘reserve’ should be used only where such reserve is specifically represented by 
earmarked investments. So, the term ‘reserve fund’ should not be used loosely to represent 
any other fund. 

The auditor should see that the reserve fund has been distinctly shown in the balance 
sheet and the fund is represented by readily realisable and earmarked funds. 


8.4.5 Sinking Fund 


A sinking fund is a specific type of fund, which is created for the redemption of a long-term 
debt or for the replacement of an asset. This fund is created by the regular investment of an 
amount, which will accumulate along with the compound interest earned thereon to make 
available a certain amount of money at the end of a stated period. 


Creation of sinking fund 
Sinking fund is created by adopting any of the following two methods: 


(a) Sinking fund investment method Under this method, a pre-determined amount is 
debited to the profit and loss account every year crediting sinking fund account and an 
equivalent amount should be taken out of business and invested in readily saleable securi- 
ties. When the period of the fund expires, the investments are sold and the amount so real- 
ised is utilised for the concerned purpose. 
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(b) Sinking fund policy method Under this method, a policy for the period is taken up 
and the premium on the policy is debited to the profit and loss account. At the end of the 
policy period, the amount received is utilised for the concerned purpose. This method is 
adopted usually in those situations, where a certain amount is required to be received at the 
end of the period. 


Auditor's duty regarding sinking fund 

1. The auditor should ensure that the reserve fund created has been separately shown 
in the balance sheet. 

2. He has to ensure that the purpose for which the fund is created has been clearly 
indicated. 

3. He should also see that the creation of sinking fund for any specific purpose is 
authorised by the Articles of Association of the company. 

4. He should also ensure that proper entries have been passed in the books of accounts 
to record the creation and utilisation of the fund. 


8.4.6 Secret Reserve 


The reserves, which is not disclosed in the balance sheet, is known as secret reserve or hid- 
den reserve. It is called ‘hidden reserve’ as this reserve is not apparent on the face of the 
balance sheet. Obviously, if secret reserves are created, the balance sheet does not reveal the 
true and fair picture of the financial affairs of the company. The actual financial position of 
the company, in reality, is better than what is revealed on the face of the balance sheet. 


Creation of secret reserve 
Secret reserves can be created by adopting the measures given below. 
e Charging capital expenditure as revenue expenditure 
e Providing for more depreciation on fixed assets 
e Making excessive provision for bad and doubtful debts 
e Writing down goodwill to a nominal value 
e Under-valuation of stock-in-trade 
e Omitting some assets from the balance sheet 
e Showing contingent liabilities as real liabilities 
e Showing imaginary liabilities or overvaluing the liabilities 
e Making an excessive provision for contingencies or by continuing to carry forward 
provisions when they are not required 
e Ignoring the permanent appreciation in the value of assets 
e Suppression of sales 
e Inflating purchases. 


Objects of creation of secret reserves 

Secret reserves are usually created to serve the following purposes. 
e Meet any extraordinary loss in future without disclosing the fact to the shareholders. 
e Strengthen the financial position of the company 
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Mislead the competitors about the financial position of the organisation 


e Evade income tax and wealth tax 
e Manipulate share price for some ulterior motives 
e Regulate steady payment of dividend 


Legal provisions 

Before the Companies Act, 1956 came into force, there were no restrictions on the creation 
of secret reserves except that whenever secret reserves were brought back into accounts, it 
was necessary to disclose the amount adjusted out of such reserve. 


But after the introduction of the Companies Act, 1956 it is no more possible for a com- 
pany to create secret reserves. However, a banking company may continue to have secret 
reserves. 

It is not possible to maintain secret reserves at present in a company form of organisa- 
tion because of the following reasons: 

1. Section 227 of the Companies Act requires the auditor of a company to state in his 
opinion whether the balance sheet gives a ‘true and fair’ view of the state of affairs of 
the company as at the end of its financial year. But, if secret reserves are created, it 
will either overstate liabilities or understate assets and as a result financial statement 
will not reflect a true and fair view. 


2. Part I of Schedule VI to the Companies Act requires that the balance sheet will make 
full disclosure for reserves and provisions. 

3. Part III of Schedule VI to the Companies Act also requires that a provision for depre- 
ciation, renewal or diminution in the value of assets and that in respect of a known 
liability, which in the opinion of directors, is in excess of the amount which is reason- 
ably necessary for the purpose, should be credited to reserve account. As a result, it 
is not possible any more for a company to create secret reserves. 


Auditor's duty regarding secret reserves 
The auditor is required to report on whether the balance sheet reflects a true and fair view 
of the state of affairs of the company. If secret reserve is created, the balance sheet will not 
reflect a true and fair view of the state of affairs of the company. So the auditor cannot 
ignore the existence of secret reserve in the balance sheet. If there is secret reserve, he must 
find it out. His position in this respect will not change even if it is created for some good 
purposes, e.g. for strengthening the financial position of the business or for meeting any 
future contingency. The auditor should, therefore, exercise reasonable skill and care in 
detecting all cases of secret reserves. He will advise his client to rectify the accounts to do 
away with secret reserve if it exists. If his advice is ignored, he will qualify his report. 
There is also some relaxation in case of banking, insurance, electricity and finance com- 
panies, which may continue to have secret reserve. But even the auditor of such companies 
must not remain indifferent to the secret reserve. He must ascertain the magnitude of secret 
reserve existing in the books and enquire into its necessity. He will allow it to continue if he 
is satisfied that it has been created in the best interest of the company and the amount is 
reasonable. 


In the context of the auditors duty while he detects the existence of secret reserve, the 
decision in the Royal Mail Steam Packet Company case (1931) is noteworthy. 
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[The fact of the case was that a huge amount of secret reserve was created under the 
head ‘Taxation Reserve’ in boom years. Later, when the company suffered heavy losses, 
this secret reserve was used to conceal the loss. The shareholders were given to understand 
through annual report that the company was running profitably and they were being paid 
dividend out of current year’s profits. The auditor was criminally prosecuted along with 
the chairman of the company for deceiving the shareholders. While defending himself, the 
auditor argued that the purpose of secret reserve was to augment profit in lean years and 
had he disclosed the fact of secret reserve, its purpose would have been defeated. But the 
auditor was held liable for committing breach of duty. It was held that ʻa protected 
utilisation of secret reserve, in order to keep the company going, is a serious matter which 
ought to be disclosed to the shareholders of the company.] 

Even a provision in the articles of association forbidding the auditor from disclosing 
the fact of secret reserve is ultra-vires and invalid as was held in the case of Newton vs 
Birmingham Small Arms Co. Ltd. In these judicial pronouncements, it is noted that 
although creation of secret reserve was permitted, its disclosure was made obligatory. 

Before the Companies Act 1956 came into force, there were no restrictions on the crea- 
tion of secret reserves except that whenever it was utilised, it was necessary to disclose the 
amount adjusted out of such reserves. 


The Companies Act now prohibits the creation of secret reserves. Only the banking, 
insurance and electricity companies etc. are allowed to create such reserves. Therefore, the 
auditor should state in his report, if he finds that such a reserve has been created. In case of 
companies, where creation of secret reserve is permitted, he should carefully enquire into 
the necessity of creating such a reserve. He need not qualify his report, if he is satisfied with 
the purpose of creation of such a reserve and the amount involved. 


Legal views as regards secret reserves 


The legal views as discussed in different cases so far taken to courts of law are summarised 
below. 


ase Study S 


1. Case: Royal Mail Steam Packet Company (1931) 
Fact of the case: A huge amount of secret reserve was created by the company 
under the head “taxation reserve” in boom years. Later, when the company 
suffered heavy losses, this secret reserve was used to conceal the loss. The share- 
holders were given to understand through annual report that the company was 
running profitably and they were being paid dividend out of current year’s profit. 


Legal view: The auditor was criminally prosecuted along with the chairman of the 
company for deceiving the shareholders. While defending himself, the auditor 
argued that the purpose of secret reserve was to augment profit in lean years and 
had he disclosed the fact, its purpose would have been defeated. But the auditor 
was held liable for committing breach of duty. 
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It was held by Justice Wright, J that “a protected utilisation of secret reserve, in 
order to keep the company going, is a serious matter, which ought to be disclosed 
by the company”. 


2. Case: Newton vs Birmingham Small Arms Co. Ltd. (1906) 
Fact of the case: In this case, the Articles of Association of the company provided 
that 
(i) The Directors should have powers to form an internal reserve fund, which 
was not to be disclosed in the balance sheet and which should be utilised in 
whatever way the directors thought fit. 


(ii) The auditor should have access to the accounts relating to such reserves, but 
they should not disclose any information with regard thereto to the share- 
holders or otherwise. 

Legal view: It was held that these provisions were ultra-vires since they limit the 
statutory duty of the auditors. 

Justice Buckley opined that, “any regulations which precluded the auditors from 
availing themselves of all the information to which under the Act they are entitled, 
as material for the report which under the act they are to make as to true and correct 
state of the companies affairs, are, I think, inconsistent with the Act”. 


8.4.7 Specific Reserve 


A specific reserve is created for some definite purpose, out of the profits of the company. 
The purpose may be anything connected with the business, which the articles of association 
or the directors want to be provided for, such as dividend equalisation, replacement of 
fixed assets, expansion of the organisation, income tax liability for the future etc. 

Though the concerned amount is carried under earmarked head, this reserve is avail- 
able for distribution as dividend on the recommendation of the directors, but subject to the 
approval of the shareholders, since this is created by appropriation of profits. 

Normally, specific reserves are created to comply with the terms of the Articles of Asso- 
ciation or in accordance with a decision of the board of directors to meet a particular situa- 
tion, which may arise in future. 

Also some of the specific reserves may be required to be created under contractual ob- 
ligations or legal compulsion. An example of the former would be the fund for redemption 
of debentures that of the latter would be the development rebate reserve, which is compul- 
sory to be created, if the advantages of the development rebate are to be enjoyed from 
income tax liability. Such specific reserves take on the character of capital reserve. 


Purposes of creation of specific reserve 
The purposes of creation of specific reserve can be anything connected with the business, 
which the Articles of Association or the Board of Directors want to be provided for. 

Some of the important purposes for which it is created are as follows: 


1. Debenture redemption reserve In order to redeem debentures after a certain period 
of time, sometime debenture trust deed provides for the creation of sinking fund or 
debenture redemption fund. This fund is created by transferring an equal amount of profit 
every year to the said fund upto the specified period from profit and loss account. 
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2. Capital redemption reserve When preference shares are redeemed out of profit, i.e. 
without corresponding fresh issue of shares, an amount equal to the nominal value of 
shares redeemed is transferred to capital redemption reserve account from revenue profit 
of the company according to the provision of Section 80 of the Companies Act. 


3. Dividend equalisation reserve In order to equalise the rate of dividend between lean 
years and boom years sometimes a reserve is created, which is known as dividend equalisa- 
tion reserve. This reserve enables the company to pay dividend at a stable rate in different 
years irrespective of the amount of profit earned. 


4. Foreign project reserve For availing deductions u/s 80HHB, a foreign project reserve 
account is to be created, which is equivalent to a certain percentage of profit from foreign 
projects earned during any financial year. The amount credited to this reserve account has 
to be utilised within a period of five years for the purpose of the business itself, and not for 
distribution of dividend. 


5. Staff welfare reserve fund This reserve is created for conducting different welfare ac- 
tivities of the workers and employees of the organisation. The intention of this reserve is to 
create good image of the company amongst its employees and workers by undertaking 
various activities for their benefit. 


Auditor's duty as regards specific reserve 
Specific reserve is created out of revenue profit of the company. So, creation of this type of 
reserve in no way distorts the true and fair view of the financial position of the company. 
However, this does not mean that the auditor has no duty in respect of specific reserves, 
particularly for those specific reserves, which are to be created to fulfil any legal require- 
ment. The auditor must verify its adequacy and ensure that it is not used for any purpose 
other than that for which it is created. If he fails to do so, he will be held guilty of negligence 
as was held by the Chennai High Court in the case of M.S. Krishnaswami (1952). 

So, the auditor has to take the following steps in order to justify the existence of specific 
reserves in the balance sheet of a company. 


1. Examination of the articles of association The auditor should study the Articles of 
Associations to examine whether there is any provision for creation of specific reserve. 


2. Examination of the directors’ meeting minute books He will go through the 
minute books of Directors’ meeting to see whether the management has taken any decision 
for the creation of any specific reserve and if so, whether the reserve has been created 
according to the decision taken. 


3. Examination of the balance sheet The auditor will satisfy himself that the specific 
reserve created has been shown in the balance sheet according to the requirement of Part I 
of Schedule VI of the Companies Act. 


4. Examination of legal documents He will also examine the related documents, e.g. 
the debenture trust deed, the tax audit file etc. to ensure that adequate provision has been 
created according to the legal requirements and the amount credited, if utilised, has been 
utilised according to the legal provisions. 
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POINTS TO PONDER 


e Reserves are amounts appropriated out of profits, which are not intended to meet any 
liability, contingency, commitment or diminution in the value of assets known to exist at 
the date of the balance sheet. 

e Provisions are amounts charged against revenue to provide for depreciation, renewals or 
diminution in the value of assets or a known liability, the amount whereof cannot be 
determined with substantial accuracy or a claim, which is disputed. 


e The reserves can be of either capital reserve or revenue reserve. Revenue reserve 
represents profits that are available for distribution to the shareholders held for the time 
being. Capital reserve represents reserves, which are created out of capital profit. 

e Capitalisation of reserve is the process by which the reserve is permanently retained by 
the company by way of issuing bonus shares. It is also known as ploughing back of profit. 

e Reserve can be retained in the business as a part of working capital or invested outside the 
business. Reserve fund is that part of reserve which is invested outside the business. 

e A sinking fund is a specific type of fund, which is created for the redemption of a long- 
term debt or for the replacement of an asset. It is created either by sinking fund investment 
method or by sinking fund policy method. 

e Reserves which are not disclosed in the balance sheet are known as secret reserves. At 
present, it is not possible for a company to create secret reserves, except banking, 
insurance and electricity companies. 

e A specific reserve is created for some definite purpose, out of the profits of the company. 
The purpose may be anything connected with the business, which the Articles of 
Association or the directors want to be provided for. Examples of specific reserve include 
debenture redemption reserve, capital redemption reserve, dividend equalisation reserve 


C etc. J 


REVIEW QUESTIONS 


Short-answer Questions 
1. What do you mean by ‘capitalisation of reserve’? 
How do you distinguish between reserve and provision? 
What is sinking fund? How and why it is created? 
How is secret reserve created and utilised? 


gi. e, p 


What is the difference between ‘capital reserve’ and ‘revenue reserve’? 


Essay-type Questions 


1. What do you mean by ‘capital reserve’? How does the capital reserve differ from capitalisa- 
tion of reserve? Can capital reserve or capitalised reserve be available for distribution of divi- 
dend? Discuss with reference to Indian Companies Act. 
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2. 


3. 


4. 


What is meant by ‘capitalisation of reserves’? State the advantages of such capitalisation to 
the business and to the shareholders. What is the duty of an auditor in respect of capitalisa- 
tion? 

What is secret reserve? Why it is created? Discuss the duties of an auditor in regard to secret 
reserve with reference to provision of Indian Companies Act. 


What is meant by ‘special reserve’? What are the purposes of creation of such reserves? What 
are the duties of the auditor regarding special reserve? 
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9.1 


9.2 


INTRODUCTION 


A company is said to be an artificial person created by law having a separate legal entity 
distinct from its shareholders. It cannot be directly managed by its owners, i.e. sharehold- 
ers, because they are very large in number having small holding and also scattered over a 
wide area. As such, the management and control of the affairs of the company is done by 
other persons generally known as Directors. Hence, it becomes essential for a company to 
appoint an independent and qualified person, i.e. an auditor, to verify and certify the truth 
and fairness of the financial statements. 


PRELIMINARIES BEFORE COMMENCEMENT OF COMPANY AUDIT 


Before commencing the actual audit work of a company, the auditor should go through the 
following preliminaries: 


1. Ensuring whether his appointment is in order 
Before accepting the offer for appointment as auditor in a company, the auditor should 
ensure that his appointment is made according to the provisions of Section 224 and Section 
225 of the Companies Act and whether all the formalities are being maintained by the 
company before giving him the appointment as auditor. 
The auditor should go through the following: 
(a) He should see whether his appointment has been made according to Section 224 (1B) 
of the Companies Act. For this purpose he should obtain a copy of resolution 
adopted at board meeting or the shareholders meeting as the case may be. 


(b 


ae 


If he is appointed in place of a retiring auditor he should enquire whether due notice 
was served to the retiring auditor. He should find out from retiring auditor about the 
circumstances under which he has retired and whether he should accept the 
appointment. This is a professional requirement as per the Chartered Accountants 
Act, 1949. 

(c) He should, within thirty days of receipt of appointment letter, inform the Registrar 
in writing that he has accepted or refused to accept the appointment. 


(d 


Sar 


If he is appointed to fill the casual vacancy caused by the death of the previous audi- 
tor, he should get the copy of the minutes of the Board meeting in this regard and 
also get the confirmation of death of the previous auditor. 


(e 


<~ 


He should see that if the company has failed to appoint or re-appoint any auditor in 
the annual general meeting, the central government has appointed him to fill the 
vacancy. 


(f 


s 


If he is appointed due to the resignation of the previous auditor he must see that he 
has been appointed in a general meeting of shareholders. The Board of Directors will 
have no right to appoint him under such circumstances. 

(g) He should verify whether his remuneration has been fixed according to the 
provisions of the Companies Act. 
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(a) Documents Before the auditor commences the work of audit, he should examine the 
following documents: 


(i) Memorandum of Association . The auditor must do the following: 
e See whether the activities of the company are consistent with the ‘objective clause’ 


2. Inspection of statutory books and documents 


e Check whether the amount of share capital is within the limit of authorised capital 
e Observe whether there is any amendment to memorandum and, if so, whether legal 
formalities have been complied with 

(ii) Articles of Association. The auditor must go through the following points: 

e The issue of share capital and its subdivisions 

e The payment of underwriting commission and brokerage on shares 

e The amount of minimum subscription 

e Date and amount of call 

e Appointments, duties and powers of auditors in addition to statutory powers and 

duties 

e Appointment and remuneration of directors 

The above is the list of few examples, which are available in the Articles of Association. 
The articles may contain several other items and the auditor should go through each item 
very carefully. If he does not go through the articles and consequently fails to audit prop- 
erly, he will be held liable as was held in the case of ‘Leeds Estate Building and Investment 
Society Ltd. vs Shepherd (1887)’. 
(iii) Prospectus: In case of newly started company and company gone for public issue the 
auditor will examine the prospectus to see the matters like whether shares can be issued at 
a discount, the amount payable on application, allotment and calls, underwriting commis- 
sion and brokerage etc. 
(iv) Certificate of Incorporation and certificate of commencement: These certificates are 
required to be examined to see whether the company has been duly incorporated and it has 
started its business, in case of public limited company, after getting commencement of 
certificate. 


(b) Books and registers The following is the list of books and registers required to be 
maintained by the companies: 


e Register of Members (u/s 150) 

e Index of Members (u/s 151) 

e Register and Index of Debenture-holders (u/s 152) 
e Register of Mortgage and Charges (Section 143) 

e Register of Investments [Section 49(7)] 

e Foreign Register (Section 157 and 158) 


e Register of contracts with companies and firms in which the Directors are interested 
(Section 297, 299 & 301) 


e Register of Directors, Managing Director, Manager and Secretary (Section 303) 
e Register of Director’s shareholdings (Section 307) 
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e Register of Loans [Section 370(1C)] 
e Minute Books (Section 193) 


3. Inspection of contracts 


The auditor should inspect and examine the contracts, which have been entered into by a 
company with others, for example, 


(a) Contracts with the vendors of any property 
(b) Contracts with the brokers and underwriters for their commission 
(c) Contracts with the promoters for the preliminary expenses, etc. 


4. Study of previous year’s balance sheet and auditor's report 


The auditor should inspect the previous year’s balance sheet to verify the opening balances 
of the current year. Moreover, according to the Companies Act, the corresponding figures 
of the previous year have to be given in the balance sheet of the current year. The auditor 
should also study the audit report of the previous year/s in order to identify the problem 
areas of the company. 


5. Study of internal control system in operation 


The study and evaluation of the internal control system in operation is important, because 
it serves as a basis for reliance thereon. It helps the auditor in determining the extent of the 
test to which auditing procedures can be restricted. 


AUDIT OF SHARE CAPITAL TRANSACTIONS 


Share capital may be defined as the capital raised by a company by the issue of shares. Sec- 
tion 86 of the Companies Act provides that the share capital of a company limited by shares 
shall be of two kinds only, namely, 


(a) Preference Share Capital (b) Equity Share Capital 


The audit of share capital is necessary on incorporation as well as when further shares 
are issued, and the same is explained in the following part of this section. 


9.3.1 Audit of Shares Issued for Cash 


While conducting audit of share capital transactions, the auditor has to check the following. 


1. Ensure that the requirements as laid down in Section 69 and 149, in this connection 
have been duly complied with. 


2. See that the issue of shares is properly authorised and that there is no over issue 
beyond the limit as prescribed in the memorandum. 


3. See that the provision relating to rights of shareholders are duly complied with. 
4. Ensure that generally accepted accounting principles are followed while preparing 
the accounts. 
While auditing the amount of share capital, the auditor will have to follow the proce- 
dures as stated below: 
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1. Application stage 


(i) 
(ii) 
(iii) 
(iv) 


(v) 
(vi) 


He should check the original applications and compare the entries in the application 
and allotment book with the help of these applications. 

He should compare entries in the application and allotment book with those in the 
cash book and the bank statement. 

He should ensure that the amount received on application is not less than five 
percent of the nominal value of shares [Section 69 (3)]. 

He should ensure that the application money is deposited into a scheduled bank 
until the certificate to commence business is obtained or they are returned in accord- 
ance with the provisions of Section 69(5). 

He should vouch the amount refunded to unsuccessful applications with copies of 
letters of regret sent to them. 

He should check the totals in the application and allotment book and see that appro- 
priate journal entries have been passed accordingly. 


2. Allotment stage 


(i) 
(ii) 
(iii) 
(iv) 
(v) 
(vi) 


The auditor should examine the Director’s minute book to verify approvals for allot- 
ment. 

He should check copies of letters of allotment and letters of regret with entries in the 
application and allotment book. 

The money received on allotment should be vouched by comparing the entries in the 
applications and allotment book with the cash book or bank statement. 

He should check the postings in the share register of the amount received on applica- 
tion and allotment with the totals in the application and allotment book. 

He should see that the total of shares issued does not exceed the total authorised 
capital according to the memorandum. 

He should see that the totals have been correctly made and that proper entry has 
been passed for this purpose. 


3. Call stage 


(i) 
(ii) 
(iii) 
(iv) 
(v) 
(vi) 


The auditor should examine the Director’s minute book for verifying approval for 
call money. 
He should check the entries in the calls book from the copies of call letters. 


In order to verify the amount of calls in arrear, he should compare the total amount 
due on calls as per registers and the actual money received as per cash book or state- 
ment of bank account. 


He should also verify the calls in advance received by the company. 

He should check the postings from the calls book and the cash book into the share 
register. 

He should see that the appropriate entries have been passed in the books accord- 
ingly. 


4. Other aspects 
(i) The auditor should see that the shares issued by the company are within the amount 


of authorised capital of the company. 
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(ii) He should see that the allotment of shares has been made in conformity with the 
conditions as stipulated in the prospectus. 

(iii) If the shares are issued through underwriters, the auditor should see the contracts 
with the underwriters to ascertain whether the terms and conditions have been com- 
plied in full by the underwriters. In this respect, he should also see that the commis- 
sion given to the underwriters does not exceed the statutory limit. 


9.3.2 Audit of Shares Issued for Consideration Other Than Cash 


Shares may be issued for consideration other than cash under the following circumstances: 

1. Issue of shares against purchase consideration to the vendor for the business taken 
over by the company. 

2. Issue of shares against services rendered to the underwriters, promoters or any other 
special service rendering agencies by way of payment of their remuneration or for 
any expenses incurred by them. 

3. Issue of shares to the existing shareholders as bonus shares. 

In order to issue shares for consideration other than cash, the auditor should follow the 

procedures as explained in the following segment. 


1. Issue of shares to vendors/ promoters 


(a) Examination of contract The auditor should examine the contract entered into by 
the company with the vendors / promoters to know the amount of purchase consideration 
and the mode of payment. For the purchase consideration settlement, the mode of payment 
would be according to the prospectus. So, the auditor should also examine the prospectus 
to see the mode of payment. 


(b) Checking of Director’s minute book The decision regarding issue of shares to the 
vendors / promoters are taken at the Board meeting. The resolution passed by the Directors 
for allotment of shares to vendors/ promoters should be confirmed from the minute book. 


(c) Filing of contracts with the Registrar Such contracts are required to be filed with 
the registrar of companies within 30 days from the date of allotment. 


(d) Allotment of shares to the nominees If shares have been allotted to the nominees 
of the vendors/ promoters, the auditor should examine the vendor’s / promoter’s authority 
given to them in their favour. 


2. Issue of shares to underwriters 


(a) Examination of the contract The auditor should examine the contract with the un- 
derwriters. It is required to know the terms and conditions of the contract between the com- 
pany and the underwriters. 


(b) Examination of the prospectus The auditor should also examine the prospectus of 
the company to see the mode of payment. The auditor should verify whether the right for 
the payment of commission in the form of shares has been mentioned in the prospectus or 
not. 


(c) Director’s minute book He should examine the resolution of the directors by refer- 
ence to the Director’s minute book. 
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(d) Examination of the articles of association He may confirm the amount of under- 
writing commission from the Articles of Association. In fact, in the Articles of Association 
the maximum limit of underwriting commission that can be given to the underwriters and 
the mode of payment and procedure to be followed are mentioned. 


3. Issue of bonus shares 


(a) Examination of the Articles of Association The auditor should examine the Arti- 
cles of Association to ascertain whether the articles permit capitalisation of profit and also 
whether the company had a sufficient number of un-issued shares for allotment as bonus 
shares. 


(b) Assurance about the compliance of SEBI Guidelines The auditor should ensure 
that SEBI Guidelines (Chapter XV of the SEBI [D & IP] guidelines, 2000) relating to issue of 
bonus shares have been complied with. 


(c) Checking of allotment book The auditor should trace the allotment of shares as per 
particulars contained in the allotment book or sheets into the register of members. 


(d) Confirmation about the fulfilment of legal requirements The auditor should 
confirm that all statutory requirements relevant to the issue of shares have been complied 
with. The company has to file the particulars of the bonus shares allotted with the Registrar 
together with a copy of the resolution on the basis of which allotment of bonus shares has 
been made. 


(e) Inspection of the minute book of shareholders The auditor should inspect the 
minute book of shareholders for the resolution authorising declaration of the bonus and 
Director’s minute for the resolution appropriating profits for being applied in payment of 
shares to be allotted to shareholders as bonus shares. 


(f) Checking of accounting entries The auditor should also check the accounting en- 
tries passed for issue of bonus shares and confirm that they are in conformity with the legal 
requirements and basic accounting principles. 


4. Issue of sweat equity shares 
As per explanation to Section 79A of the Companies (Amendment) Act, 1999, the term 
“Sweat Equity Shares” means the equity shares issued by the company to its employees or 
Directors at a discount or for consideration other than cash for providing know-how or 
making available rights in the nature of intellectual property rights or value additions, by 
whatever name called. 

The auditor should cover the following aspects while checking the issue of sweat 
equity share transactions: 


(a) Authorised by a special resolution The issue of sweat equity shares is authorised 
by a special resolution passed by the company in the general meeting. 


(b) Details about share issues are specified The resolution specifies the number of 
shares, current market price, consideration, if any, and the class or classes of Directors or 
employees to whom such equity shares are to be issued. 


(c) Minimum time gap for issue Not less than one year has, at the date of the issue, 
elapsed since the date on which the company was entitled to commence business. 
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(d) SEBI guidelines The sweat equity shares of a company, whose equity shares are 
listed on a recognised stock exchange, are issued in accordance with the regulations by the 
SEBI. 


(e) Issue out of already issued share type The sweat equity shares issued by the 
company should be of a class of shares already issued by the company. 


9.3.3 Shares Issued at a Discount 
According to Section 79 of the Companies Act, a company can issue shares at a discount 
subject to the fulfilment of the following conditions: 

e The issue should be authorised by an ordinary resolution of the company and sanc- 
tioned by the central government. 

e No such resolutions shall be sanctioned by the company law board in case the maxi- 
mum rate for discount exceeds 10% unless the Board is of the opinion that a higher 
rate of discount is justified by the special circumstances of the case. 

e The issue should be made within two months of the sanction by the company law 
board, but not earlier than one year after the date of commencement of business. 

e The shares should be of a class already issued by the company. 


Auditor’s duty 
1. The auditor should confirm that all the conditions of Section 79 have been duly com- 
plied with. 


2. He should also see that the amount of discount, not yet written off, is shown sepa- 
rately in the balance sheet under the head “miscellaneous expenditure”. 

3. The auditor should check that the appropriate entries have been passed in the books 
of accounts. 


9.3.4 Shares Issued at a Premium 


According to Section 78 of the Companies Act, a company can issue shares at a premium 
subject to the fulfilment of the following conditions: 

(a) Where a company issues shares at a premium, whether for cash or otherwise, a sum 
equal to the aggregate amount or value of the premium on those shares shall 
be transferred to an account, to be called the “Securities Premium Account’- 
Section 78 (1). 

(b) The securities premium account may be applied by the company in the following 
matters: 

e In paying up un-issued shares of the company to be issued to members of the 
company as fully paid bonus shares 

e In writing off the preliminary expenses of the company 

e Inwriting off the expenses of, or the commission paid or discount allowed on any 
issue of shares or debentures of the company 

e In providing for the premium payable on the redemption of any redeemable 
preference shares or of any debentures of the company-Section 78 (2) 
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1. The auditor should examine the prospectus, the Articles of Association and the min- 
utes book of the Directors to ascertain whether they permit the issue of shares at a 
premium and, if so, the rate. 

2. He should check the amount of premium received. 

3. He should also check that the share premium received has been taken to the ‘Securi- 
ties Premium Account’ and shown on the liabilities side of the balance sheet under 
the head “reserves and surplus”. 

4. He should see that the ‘Securities Premium Account’ if utilised has been utilised for 
the purposes as specified in Section 78. 


9.3.5 Calls in Arrear 


Calls in arrear refer to that portion of the share capital, which has been called up, but not yet 
paid by the shareholders. When a shareholder fails to pay the amount due on allotment 
and/or calls, the allotment account and/or calls account will show debit balance equal to 
the total unpaid amount of each instalment. Generally such amount is transferred to a spe- 
cial account called ‘calls in arrear’ Account. 


The balance of ‘calls in arrear account’ at the end is shown in the balance sheet as a 
deduction from respective share capital account. 

Interest on calls in arrear may be collected by the directors from the shareholders if the 
Articles of Association so provide. If the company has adopted ‘Table A’, then it can charge 
interest @ 5% p.a. from the due date to the actual date of collection of call money. 


Auditor's duty 
1. The amount due from shareholders in respect of calls in arrears should be verified by 
reference to the share register. 
2. If any calls are due from directors, they should be shown separately in the balance 
sheet. 


3. Often the articles provide that interest be charged on calls in arrears, the adjustment 
of interest in such a case should be verified. 

4. The auditors should also check that the appropriate entries have been passed in the 
books of accounts and ensure that calls in arrear are properly shown in the balance 
sheet. 


9.3.6 Calls in Advance 


A company, if permitted by the articles, may accept from members, either the whole or part 
of the amount remaining unpaid on any shares held by him as calls in advance. But the 
amount so received cannot be treated as a part of the capital for the purpose of any voting 
rights until the same becomes presently payable and duly appropriated (Section 92 of the 
Companies Act). 

A company, if so authorised by the articles, may pay dividend in proportion to the 
amount paid upon each share, where a larger amount is paid up on some shares than that 
on other (Section 93 of the Companies Act). 
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Interest may be paid on calls in advance if Articles of Association so provide. If the 
company has adopted ‘Table A’, then it is required to pay interest @ 6% p.a. from the date of 
receipt to the due date (Article 18 of Table A). Such interest is a charge against profit. How- 
ever, such interest can be paid out of capital, when profits are not available for such pay- 
ment. 


Auditor’s duty 

1. The auditor should see that the provisions regarding payment of calls in advance 
exist in the articles. 

2. He should see that calls in advance have not been treated as part of the share capital 
and are shown separately in the balance sheet. 

3. He should ensure that the payment of interest on calls in advance does not exceed 
the percentage stated in the articles. 

4. He should vouch the receipt of such amount and the payment of interest thereon by 
inspecting the relevant entries in the cash book or passbook. 


9.3.7 Forfeiture of Shares 


If a shareholder fails to pay the calls made on him, the Directors may have the power of 
forfeiting the shares held by him. The Directors are empowered, subject to the fulfilment of 
certain conditions, to remove his name from the register of members and to treat the 
amount already paid by him forfeited to the company. 

But it should be noted that shares could be forfeited only if the articles authorise the 
directors to do so. Forfeiture shall be void, if it is contrary to the provisions of the articles. 
Forfeiture of shares can ordinarily be made only for non-payment of calls, but the articles 
may provide for forfeiture on grounds other than non-payment of calls. 


Conditions to be fulfilled before forfeiting shares 

1. Notice to the shareholder Before forfeiting any shares, the defaulting member must 
be served with a notice requiring him to pay the unpaid amount of call together with inter- 
est. The notice must mention the day on or before which the payment is to be made and also 
mention that in the event of non-payment, the shares will be liable to forfeiture. 


2. Resolution of the board If the requirements of the above notice are not complied 
with, the shares may be forfeited by a resolution of the directors. 


Auditor's duty 

1. The auditor should ascertain that the articles authorise the board of directors to for- 
feit the shares and that the power has been exercised by the board in the best interest 
of the company. 

2. He should verify the amount of call which was outstanding in respect of each of the 
share forfeited. 

3. He should also ascertain that the procedure in the articles has been followed, viz. the 
notice given (14 days, according to Table A) to the defaulting shareholders, warning 
them that in the event of non-payment by a specified date, the shares shall be 
forfeited. 
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4. The auditor should verify the entries recorded in the books of account consequent 
upon forfeiture of shares to confirm that the premium, if any, received on the issue of 
shares has not been transferred to the forfeited shares account. 


9.3.8 Re-issue of Forfeited Shares 


A forfeited share is merely a share available to the company for sale and remains vested in 
the company for that purpose only. Re-issue of forfeited shares is not allotment of shares 
but only a sale. When shares are re-issued, return of the forfeited shares need not be filed 
under Section 75(1) of the Companies Act, 1956. 

The share, after forfeiture in the hands of the company, is subject to an obligation to 
dispose it off. In practice, forfeited shares are disposed off by auction. These shares can be 
re-issued at any price so long as the total amount received for those shares is not less than 
the amount in arrear on those shares. 


Auditor's duty 

1. The auditor should ascertain that the Board of Directors has the authority under the 
articles to re-issue forfeited shares. 

2. He should refer to the resolution of the Board of Directors when re-allotting forfeited 
shares. 

3. He should vouch the amount collected from person to whom the shares have been 
allotted and also check the entries recorded for this purpose. 

4. The auditor should see that the total amount received on the shares, including that 
received prior to forfeiture, is not less than the par value of shares. 

5. He should also verify that the surplus resulting on the re-issue of shares is credited 
to the capital reserve account. 


9.3.9 Issue of Right Shares 


According to Section 81 of the Companies Act, 1956, the new shares that are offered in the 
first instance to the existing equity shareholders of the company are known as “right 
shares”, because they are so offered to the existing shareholders as a matter of their right. 

Where at any time after the expiry of two years from the formation of a company or at 
any time after the expiry of one year from the allotment of share of the company made for 
the first time after its formation, whichever is earlier, the company proposes to issue further 
shares, then such further shares shall be offered to the existing equity shareholders of the 
company, in proportions, as nearly as possible to their present holding of shares. The exist- 
ing shareholders shall have to exercise their right within fifteen days or such further time as 
may be mentioned. Thereafter they may accept such offer, may decline to accept or may 
transfer their right to their nominees. 


Auditor's duty 
1. The auditor should ensure that the provisions of Section 81 have been duly complied 
with. 


2. He should satisfy that appropriate resolution was passed either by the Board or the 
general meeting depending upon the circumstances of the issue. 


3. He should see that consideration money was duly received. 
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4. He should also check to ensure that the guidelines issued by SEBI have been duly 
followed. 


5. He should examine the filing of the return of allotment with the registrar. 
6. He should satisfy that the allotment was made on pro rata basis. 


9.3.10 Buying Back of Equity Shares 


The Companies (Amendment) Act, 1999 contains provisions regarding buying back of own 
securities by a company. The word ‘security’ includes both equity and preference share. But 
preference share can also be redeemed, perhaps the provision is intended for equity share 
only. 
As per Section 77A of the Companies Act 
1. A company may purchase its own shares or other specified securities out of 
e its free reserves 
e the securities premium account, or 


e the proceeds of any earlier issue other than from issue of shares made specifying 

for buy back purposes. 
2. No company shall purchase its own shares or other specified securities, unless 

e the buy-back is authorised by its articles 

e aspecial resolution has been passed in general meeting of the company authoris- 
ing the buy-back 

e the buy-back is less than 25% of the total paid up capital (both equity and prefer- 
ence) and free reserves of the company 

e the debt-equity ratio is not more than 2: 1 after buy-back 

e all the shares or other specified securities are fully paid up 


e the buy-back of the shares or other specified securities listed on any recognised 
stock exchange is in accordance with the regulations made by SEBI 
e the buy back in respect of shares or other specified securities, other than those in 
point except the last point as above, is in “accordance with the guidelines as may 
be prescribed. 
3. Every buy-back shall be completed within 12 months from the date of passing the 
special resolution or a resolution passed by the board. 
4. A solvency certificate should be filed before making buy-back. 
5. The company shall, after completion of the buy-back, file with the registrar and the 
SEBI, a return containing such particulars relating to the buy-back within 30 days of 
such completion. 


As per Section 77AA of the Companies Act 

In case shares are bought back out of free reserves, then a sum equal to the nominal value of 
shares bought back shall be transferred to a reserve account to be called the “capital 
redemption reserve account” and details of such transfer shall be disclosed in the balance 
sheet. This account, as per SEBI guidelines, shall be allowed to be used for issue of fully 
paid bonus shares. 
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As per Section 77B of the Companies Act 


No company shall, directly or indirectly, purchase its own shares or other specified 
securities 


through any subsidiary company including its own subsidiary companies 

through any investment company or group of investment companies 

if a default, in repayment of deposit or interest thereon, in redemption of debentures 
or preference shares or in payment of dividend or repayment of a term loan or 
interest thereon to any financial institution or bank, is subsisting 

in case it has not complied with provisions of Section 159, Section 207 and Section 
211. 


Auditor's duty 


1. 


The auditor should ensure that the provisions of Section 77A has been complied 
with. 


. He should vouch that amount of consideration was duly paid. 
. He should satisfy that appropriate resolution was passed in general meeting of the 


company authorising the buying-back option. 


. He should also ensure that the guidelines issued by SEBI have been duly followed. 
. He should examine the filing of the return after completion of the buy-back with the 


registrar and the SEBI. 


. The auditor should also verify that the proper accounting entries have been passed 


immediately after the buy-back. 


9.3.11 Employees Stock Option Scheme (ESOPS) 


‘Employees Stock Option’ means the option given to the whole-time directors, officers and 
employees of a company to purchase or subscribe at a future date, the securities offered by 
the company at a pre-determined price. Section 2 (15A) of the Companies Amendment Act, 
2000 has allowed the companies to offer stock option scheme to their employees subject to 
SEBI Guidelines, 2000 in this regard. 


SEBI guidelines on ESOPS 


1. 


Issue of stock options at a discount to the market price would be regarded as 
another form of employee compensation and would be treated as such in the 
financial statement of the company regardless of the quantum of discount. 


. The issue of ESOPS would be subject to approval of shareholders through a special 


resolution. 


. Incases of employees being offered more than 1% of shares, a specific disclosure and 


approval would be necessary in the annual general meeting. 


. Aminimum period of one year between grant of options and its vesting must be pre- 


scribed. After one year, the period during which the option can be exercised would 
be determined by the company. 


. The operation of the ESOP scheme would have to be under the superintendence and 


direction of a compensation committee of Board of Directors in which there would 
be a majority of independent directors. 
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6. 


7. 


ESOP would be open to all permanent employees and to the directors of the com- 
pany but not to the promoters and large shareholders. With the specific approval of 
the shareholders, the scheme would be allowed to cover the employees of a subsidi- 
ary or a holding company. 
Directors report shall contain the following disclosures: 
e The total number of shares covered by the ESOP as approved by the shareholders 
e The pricing formula 
e Options granted, options vested, options exercised, options forfeited, 
extinguishments or modification of options, money realised by exercise of 
options, total number of options in force, employee-wise details of options 
granted to senior managerial personnel and to any other employee who receives 
a grant in any one year of options amounting to 5% or more of options granted 
during that year 
e Fully diluted earnings per share (EPS) computed in accordance with interna- 
tional accounting standards. 


Auditor's duty 


1. 


The auditor will see whether the company has strictly adhered to the above condi- 
tions as stipulated in SEBI guidelines in connection with ESOP. 


. He will vouch the receipt of cash against issue of shares under option exercised by 


checking the entries in the cash book and bank statements. 


. He will judge the reasonableness of the price at which options were given. 
. He will see that paid up capital has not exceeded the authorised capital due to 


exercise of option. 


. He should ensure that discount on issue under option has been treated as employee 


compensation and has been charged to the profit and loss account. 


. The auditor will see that the fact of ESOP has been adequately disclosed in the bal- 


ance sheet. 


9.3.12 Issue and Redemption of Preference Shares 


1. Issue of preference shares 

A company limited by shares, if authorised by its articles, may issue preference shares, 
which are liable to be redeemed at the option of the company before or on a predetermined 
date. However, after the commencement of the Companies (Amendment) Act, 1996 no 
company limited by shares shall issue any preference share which is irredeemable or is 
redeemable after the expiry of a period of 20 years from the date of its issue. 


Auditor's duty 


1. 


The auditor should see that the issue of redeemable preference shares is properly au- 
thorised by the articles. 


. He should vouch the issue and check the necessary records made to the books of 


account in this connection. 


. So long as the shares are not redeemed, the terms of redemption, if any, must be 


stated in the balance sheet along with the earliest date of redemption. 


4. 
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He should vouch the receipts of issue price from the cash book and the share regis- 
ters. 


2. Redemption of preference shares 


Section 80 of the Companies Act describes the conditions to be fulfilled for the purpose of 
redemption of preference shares: 


(a) The shares to be redeemed are fully paid up. 


(b) The shares are to be redeemed out of profit available for distribution as dividend or 


out of proceeds of a fresh issue made for the purpose of redemption. 


(c) The premium on redemption, if any, is to be provided for either out of the securities 


premium account or out of divisible profits of the company. 


(d) If the shares are to be redeemed out of profits, otherwise available for dividend, an 


amount equal to the nominal amount of shares to be redeemed has to be transferred 
to the capital redemption reserve account. 


Auditor’s duty 

1. The auditor should see that the redemption of preference shares is in accordance 
with the provision of Section 80 of the Companies Act. 

2. Incase the shares are redeemed out of fresh issue, the auditor should verify the arti- 
cles and the minutes of the director’s meeting. 

3. Incase the shares are redeemed out of divisible profits, he should see that the nomi- 
nal value of shares redeemed has been transferred to the capital redemption reserve 
account. 

4. The auditor should also ensure that the capital redemption reserve account is 


treated as part of capital and not applied except for paying up un-issued share capi- 
tal of the company to be issued to members as fully paid up bonus shares. 


9.3.12 Alteration of Share Capital 


A company having a share capital, if so authorised by its articles, may alter its share capital 
by an ordinary resolution without confirmation of the court, in any of the manners author- 
ised by Section 94. Each alteration made should be noted in every copy of the Memoran- 
dum or Articles issued subsequent to the date of alteration (Section 40). 


Auditor’s duty 


1. 
. He has to inspect the minutes of the shareholders authorising the alteration. 


The auditor should verify that the alteration of capital is authorised by the articles. 


. He has to see that the procedures prescribed by the articles in this regard has been 


duly complied with. 


. He should verify that the share capital account is correctly presented in the balance 


sheet. 


. He has to inspect the director’s resolution in regard to allotment, consolidation, con- 


version or sub-division passed pursuant to the resolution of the members. 


. He should examine the cancelled share certificates, if any, and match the same with 


the counterfoils of new certificates issued. 
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7. 


8. 


He should check the required journal entries being incorporated in the accounts to 
give the effect of alteration to share capital. 

The auditor should see that the necessary intimation to the Registrar contemplated 
by Section 95 has been sent. 


9.3.13 Reduction of Share Capital 


The provisions of Section 100 to 105 of the Companies Act, 1956 describes the procedures of 
reduction of share capital. Reduction of capital may be affected in the following ways: 


1. Reduction without the consent of the court 


In the following cases, a company need not obtain the confirmation of the court for reduc- 
ing its share capital: 


Where redeemable preference shares are redeemed in accordance with the provision 
of Section 80 


When any share is forfeited for non-payment of calls 
Where there is a surrender of shares 
When un-issued shares are cancelled. 


2. Reduction with the consent of the court 
The Act has neither prescribed the manner in which the reduction of share capital is to be 
carried out nor has it prohibited any method of affecting the reduction if a companyfulfills 
the following. 

(a) It is authorised by its Articles. 

(b) It has passed a special resolution for the purpose. 


(c) It has obtained the confirmation of the court. 


(d) It may reduce its share capital in any one of the following ways: 


e Reduce or extinguish the liability on any of its shares in respect of share capital 
not paid up 

e Cancel any paid up share capital, which is lost or is not represented by the avail- 
able assets 

e Pay off any paid up share capital which is in excess of the needs of the company. 


Auditor's duty 


1. 


The auditor should verify that special resolution for this purpose has been passed in 
the general meeting of the shareholders and the proposal has been circulated in 
advance to the members. 


. He should confirm that the reduction of capital is authorised by the articles of asso- 


ciation. 


. He should examine the order of the court confirming the reduction, if the reduction 


is in accordance with the consent of the court. 


. He should also inspect the Registrar’s certificate as regards reduction of capital. 
. The auditor should vouch the journal entries passed to record the reduction of share 


capital. 


. He should verify the adjustments made in the member’s accounts in the register of 


members. 
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7. He should confirm that the words “and reduced”, if required by the order of the 
court, have been added to the name of the company in the balance sheet. 

8. The auditor should also verify that the Memorandum of Association of the company 
has been suitably altered. 


9.3.14 Share Transfer 


Large-size companies, having numerous shareholders and having their shares quoted in 
the recognised stock exchanges, often face the problem of frequent and large-scale share 
transfer. There is a possibility of errors and mistakes or even fraud taking place in the proc- 
ess for which the company may have to pay damages. Therefore, the management often 
appoints auditors for carrying out this special assignment, though the arrangement for this 
audit may be concurrent with the ordinary audit. 


Auditor's duty 

1. The auditor should inspect the articles regarding the prescribed form of transfer and 
other provisions, particularly the time limits laid down by the articles. 

2. He should scrutinise transfer forms, noting specially that: 

e in every case, the application for transfer was made in the prescribed form and 
the prescribed authority had stamped the date on which it was presented to it 
e each transfer form is properly executed and bears the appropriate stamp duty 

3. He should vouch the entries in the share transfer journal by reference to the transfer 
form. 

4. He should verify postings from the transfer journal to the register of members. 

5. The auditor should also inspect letters of indemnity for lost certificates and ensure 
that duplicate certificates have been issued by proper authority. 

6. Where part of the shares has been transferred, the auditor should verify the issue of 
balance certificates to the transferors and confirm that the distinctive number of 
shares has been correctly stated. 

7. The auditor should verify by reference to the minute’s book that the Board has 
approved all the transfers recorded in the transfer journal. 

8. He should reconcile the amount of transfer fees collected with the total number of 
transfers and verify that the amount of transfer fees have been accounted for. 

9. He should also reconcile the total number of shares of different classes issued by the 
company with the total amount of capital issued and its sub - divisions by extracting 
balances of shares held by different members from the members’ register. 

10. Finally, the auditor should confirm that the shares transferred by the Directors have 
been entered in the register of Directors’ share holding. 


9.4 AUDIT OF DEBENTURES 


Debentures are considered as one of the important sources of external fund to a company. 
A company may issue debentures to raise funds, provided it is empowered to do so. Memo- 
randum and Articles of Association assigns powers to the company in this regard. 
Debentures are not considered a part of the capital of the company. Debenture holders are 
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merely the creditors of the company. They have the right to receive interest at a fixed per- 
centage irrespective of the quantum of profit earned by the company in a particular period. 
The audit procedure of debentures is explained in the following part of this section. 


9.4.1 Issue of Debentures 


Debentures may be issued at par or at a premium or at a discount. When the debentures are 
issued at a premium, the amount of premium collected should be credited to premium on 
debenture account. Subsequently, this balance is transferred to capital reserve account, as it 
is a capital profit. Where the debentures are issued at a discount, the amount of discount 
allowed should be debited to discount on issue of debenture account. The balance in this 
account will appear in the balance sheet until written off. 


Auditor’s duty 


1. The auditor should verify that the prospectus had been duly filed with the registrar 
before the date of allotment of debentures. 


2. He should check the allotment of debentures by reference to the director’s minute 
book. 


3. He should also check the amount collected in the cash book with the counterfoils of 
receipts issued to the applicants and also cross check the amount into the application 
and allotment book. 


4. The auditor should verify the entries on the counterfoils of debentures issued with 
the debentures register. 


5. He should examine the debenture trust deed and note the conditions contained 
therein as to issue and repayment. 


6. If the debentures are covered by a mortgage of charge, it should be verified that the 
charge has been correctly recorded in the register of mortgage and charges and it has 
also been registered with the registrar of companies. 


7. Where debentures have been issued as fully paid up to vendors as a part of the pur- 
chase consideration, the contract in this regard should be checked. 


8. Compliance with SEBI guidelines should also be ensured. 
9.4.2 Redemption of Debentures 


A company can issue redeemable as well as irredeemable debentures. If debentures are 
redeemable, it can be done in any of the following three ways: 

e By way of periodical drawing 

e By way of payment on fixed date 

e By payment whenever the company desires to do so. 


Auditor’s duty 


1. The auditor should inspect the debentures or the trust deed for the terms and condi- 
tions of the redemption of debentures. 


2. The auditor should also refer to the Article of Association. 
. He should see the Directors’ minute book authorising the redemption of debentures. 


4. He should also vouch the redemption with the help of debenture bonds cancelled 
and the cash book. 


Go 
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5. The auditor should also examine thoroughly the accounting treatment given to the 
redemption. 


9.4.3 Interest on Debentures 


A predetermined fixed rate of interest is payable on debentures irrespective of the fact that 
the company has been able to earn any profit or not. Debenture-holders are the creditors of 
the company, not the owners. They have no voting rights and cannot influence the manage- 
ment for the affairs of the company, but their claim of interest rank ahead of the claim of the 
shareholders. 


Auditor's duty 

1. The repayment of interest should be vouched by the auditor with the acknowledge- 
ment of the debenture-holders, endorsed warrants and in case of bearer debentures 
with the coupons surrendered. 

2. The auditor should reconcile the total amount paid with the total amount due and 
payable with the amount of interest outstanding for payment. 

3. Interest on debentures is payable, whether or not any profit is made. Therefore, a 
provision should be made that unless it has been specially agreed with the 
debenture-holders, interest in such a case would be waived by them. The auditor 
should also consider this aspect. 

4. The auditor should also consider the disclosure part of the interest on debentures. 
He should ensure that the interest paid on debenture, like that on other fixed loans, 
must be disclosed as a separate item in the profit and loss account. 


9.4.4 Re-issue of Redeemed Debentures 


A company may issue debentures previously redeemed, either by re-issuing the deben- 
tures or issuing others in their place. But re-issue is not possible, if the articles or a contract 
or resolution, recorded at a general meeting, or terms of issue or some other act of the com- 
pany expressly or impliedly manifest the intention that, on redemption, the debentures 
shall be cancelled. 

However, there are re-issue of redeemed debentures, or the issue of others in their 
place are treated as a new issue for the purpose of stamp duty and the rights and 
privileges attaching to the debentures that re-issued shall be the same as if the debentures 
had never been redeemed. 

On these considerations, it is necessary for the auditor to verify the re-issue of deben- 
tures in the same manner as those issued for the first time. 


Auditor's duty 
The auditor will verify the following: 
1. Whether the articles permit such re-issue 
2. Whether the terms and conditions of debenture impose any restriction on re-issue of 
debentures after they have been redeemed 
3. Whether the company has passed any resolution in the general meeting for re-issue 
of redeemed debenture 
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9.5 


4. Whether Section 121 of the Companies Act, which empowers the holders of 
re-issued debentures hold same rights and priorities as the original holders, have 
been complied with 


5. Whether particulars of re-issued debentures have been clearly shown in the balance 
sheet 


6. Whether fresh stamp duty has been paid on re-issued debentures. 


9.4.5 Issue of Debentures as Collateral Security 


Debentures may be issued to creditors, bankers or any other person, without receiving any 
cash thereon. It acts as a collateral security and becomes real debentures in the event of the 
default of the loan. Usually the nominal value of such debentures is more than that of the 
amount of loan. 


Auditor's duty 


1. The auditor should see that such debentures do not appear on the liabilities side of 
the balance sheet, but are shown by way of a note under the heading loan. 


2. The auditor should ensure that necessary entries made in the register of mortgages 
and that the necessary papers are filed with the registrar of companies. 


3. He should also examine the loan agreement and confirm that it has been approved 
by the board. 


4. He should also check whether the debentures are automatically cancelled as soon as 
the loan is repaid. 


AUDIT OF HOLDING COMPANY 


A holding company is that company which holds whole or more than half of the equity 
shares in one or more companies and thus assumes controlling interest in such companies 
by acquiring majority voting powers in them. The development of holding companies is 
quite marked in recent years and there are many such business organisations today, even 
international in character, controlling large number of companies in countries all over the 
world. 


According to Section 4 of the Companies Act, 1956 a holding company is that which 
fulfills the following requirements. 


(a) Holds more than 50 percent of the nominal value of the equity share capital of 
another company. 


(b) Controls the composition of the board of directors of the other companies. 
(c) Controls more than half of the total voting power of the other companies. 
(d) Has a subsidiary, which is the subsidiary of the holding company’s subsidiary. 


9.5.1 Legal Requirements Regarding Accounts of Holding Companies 


The various provisions of the Companies Act related to holding company accounts are 
given in Sections 212, 213 and 214 and Schedule VI, Part I. These include the following 


1. Preparation of balance sheet 
The balance sheet of the subsidiary shall be made: 
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e Atthe end of the financial year of the subsidiary if it coincides with the financial year 
of the holding company, or 


e Atthe end of the financial year of the subsidiary last before that of the holding com- 
pany, in case the financial year of the subsidiary does not coincide with that of the 
holding company. 

2. Disclosure of special items in the balance sheet 
The following items should be specifically mentioned in the balance sheet of the holding 
company related to its subsidiary: 

e The aggregate amount of loans and advances to subsidiary company 

e The aggregate amount of investment in shares or debentures or bonds in subsidiary 
company 

e Secured loans and advances from subsidiaries 

e Unsecured loans and advances from subsidiaries 

e The aggregate amount of liabilities due to subsidiary companies. 


3. Preparation of profit and loss account 

The profit and loss account of the subsidiary must be made out within the period to which 
the accounts of the holding company relate. But where the financial year of the subsidiary 
does not coincide with that of the holding company, the financial year of the subsidiary 
shall not end on a day which precedes the day on which holding company’s financial year 
ends by more than six months. 


4. Statement of profit and loss 


A statement should be there specifying how the profits of the subsidiary company or 
aggregate profits or losses of the subsidiary have been taken into accounts of the holding 
company. Such statement would also specify how and to what extent, losses, if any, of the 
subsidiaries have been brought into the accounts of the holding company. Such statement 
shall be signed by the persons by whom the balance sheet of the holding company is 
required to be signed. 


5. Documents to be attached 


The holding company shall at the end of the financial year attach to its balance sheet the 
following documents in respect of its subsidiary company: 


e A copy of the balance sheet of the subsidiary 

e A copy of the profit and loss account 

e A copy of the report of its board of directors 

e A copy of the report of its auditors 

e A statement of the holding company’s interest in the subsidiary 

e A statement containing any change in the holding company’s interest in the subsidi- 
ary or any material change of the subsidiary in its fixed assets, investments, money 
borrowed etc. 

e A report attached to the balance sheet if the board of directors of the holding com- 
pany is unable to obtain information on any of the specified matters. 
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6. Inspection of books of accounts 


The holding company may, by resolution, authorise a particular representative to inspect 
the books of accounts of any of its subsidiaries during business hours. 


7. Investigation 


The members of the holding company may request the central government to appoint a 
person to investigate into the affairs of its subsidiaries. 


8. Exemptions 

The central government may exempt the holding company from the application of the pro- 
vision with regard to attachment of various documents to the balance sheet. It is also 
empowered to extend the financial year so that it may coincide in both the cases. 


9.5.2 Consolidation of Accounts 


Holding companies attach to their own balance sheet a consolidated balance sheet to give a 
more detailed and clear picture of their subsidiaries. Such consolidated balance sheet is 
definitely more useful than the separate balance sheet of each of the subsidiaries. For this 
purpose, the whole group is regarded as one undertaking and hence the total assets as well 
as liabilities of all the companies in the group are presented in one balance sheet. The profit 
and loss account of the whole group is also presented in a similar fashion. 

Accounting Standard 21 on ‘Consolidated Financial Statements’ issued by the Institute 
of Chartered Accountants of India on consolidation of accounts prescribes the accounting 
principles to be followed by the holding companies in consolidating the balance sheet and 
profit and loss account with that of the financial statements of the subsidiaries. 


The following points should be kept in mind while consolidating the accounts of the 
holding company: 
1. Date of consolidation 


The date of the balance sheets of all the companies should be the same. If it is not so, efforts 
should be made to make adjustments so that the financial position of all the companies 
should be shown as on a particular date in the consolidated balance sheet. 


2. Valuation of assets and liabilities 

The basis for the valuation of assets or of bringing liabilities into account should be similar 
in all cases. 

3. Share of subsidiaries 

The shares of subsidiaries have to be adjusted by replacing them with the actual assets and 
liabilities of the subsidiary companies. 

4. Minority interest 


In case a part of the shares of subsidiary companies is held by persons other than the hold- 
ing company, their total interest should be shown as liabilities in the consolidated balance 
sheet. 


5. Inter-company loans 


The loans taken by the subsidiaries amongst themselves should be shown in the consoli- 
dated balance sheet as inter-company debt. However, it has to be set off. 
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6. Inter-company profits 


Inter-company profits, if any, should also be adjusted by deducting it from the profit and 
loss account and the related assets, if they are added therein. Thus, in the consolidated bal- 
ance sheet, stock and such other type of assets should be combined together at cost. 


7. Profits or losses of minorities 

The proportion of profits or losses belonging to outside shareholders should be properly 
adjusted. They should be deducted from the consolidated profit and loss account and at the 
same time shown as liabilities in the consolidated balance sheet, as they do not belong to the 
holding company. 


Auditor’s duty 

The duties of an auditor of a holding company with regard to its subsidiaries have not been 
extended by the Companies Act, 1956. He has to perform the same type of duties as pro- 
vided under the Act as in the case of other companies. The additional care which he has to 
take is to see that the provisions of Sections 212, 213 and 214 as mentioned earlier have been 
duly complied with. 

However, the auditor of a holding company has to see whether the financial statements 
of the holding company is consolidated with the financial statements of its subsidiaries by 
following the principles as prescribed in the AS-21 and, if not, he has to report accordingly. 

In addition to above, the auditor of a holding company has to pay attention to the fol- 
lowing points: 

1. He should examine the contract of purchase and vouch the purchase consideration, 

if he finds that during the year under audit, the company has purchased shares in a 
subsidiary company. He also sees that the shares have been registered in the name of 
the holding company. 

2. He should examine and verify the inter-company transactions carefully. He should 
ascertain that all such transactions have been properly recorded in the books of 
accounts of the holding company. 

3. He must verify the valuation of shares in the subsidiary company held by the hold- 
ing company. Due attention should also be given to any provisions with regard to 
valuation of shares contained in the memorandum and articles of the company. 

4. He must vouch the dividends received from the subsidiary companies and see that 
they have been properly dealt with in the accounts. 

5. He must examine that the requirements of Schedule VI of the Companies Act with 
regard to the disclosure of certain items related to the accounts of subsidiary compa- 
nies separately in the balance sheet of the holding company have been duly com- 
plied with. 

6. He must see that the balance sheet gives a true and fair view of the financial state of 
affairs of the company. 


9.6 AUDIT OF PRE-INCORPORATION PROFIT 


In many cases, a new company is formed to acquire exclusively an existing business unit 
and take it over as a going concern, from a date prior to its own incorporation. In such cases, 
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the business unit is purchased first and the registration of the acquiring company takes 
place later. 


The profit earned during the pre-incorporation period is called ‘pre-incorporation 
profit (loss)’. Legally, this profit is not available for dividend, since a company cannot earn 
profit before it comes into existence. Profit earned before incorporation of a company is a 
capital profit and its accounting treatment is totally different from post-incorporation 
profit. 


Accounting Treatment of Pre-incorporation Profit/Loss 
Pre-incorporation profit 
Any profit prior to incorporation may be dealt with as follows: 

e Credited to capital reserve account 


e Credited to goodwill account to reduce the amount of goodwill arising from acquisi- 
tion of business 


e Utilised to write down the value of fixed assets acquired. 


Pre-incorporation loss 

Any loss prior to incorporation may be dealt with as follows: 
e Debited to goodwill account 
e Debited to capital reserve account arising from acquisition of business 
e Debited to a suspense account, which can be written-off later. 


Auditor's duty 
1. The auditor should examine the methods of calculating such profits and profits sub- 
sequent to incorporation. 
2. He should ensure that such profits are not distributed as dividend to shareholders as 
these are in the nature of capital profits. 


SPECIFIC PROVISIONS FOR ACCOUNTS IN THE COMPANIES ACT 


The provisions in the matter of books of account, which a company is required to maintain, 
are contained in Section 209 of the Companies Act, 1956. They are briefly summarised as 
follows: 


1. Books to be maintained 
Every company shall keep at its registered office proper books of accounts, with respect to 
the following. 
(a) All sums of money received and expended by the company and the matters in 
respect of which the receipt and expenditure takes place 
(b) All sales and purchase of goods by the company 
(c) The assets and liabilities of the company, and 
(d) In the case of a company pertaining to any class of companies engaged in produc- 
tion, processing, manufacturing or mining activities, such particulars relating to uti- 
lisation of material and labour or to other items of cost as may be prescribed in such 


class of companies as required by the central government to include such particu- 
lars: Section-209 (1). 
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2. Place of preservation of books 


All the books are usually required to be kept at the registered office in India. All or any of 
the above stated books of accounts might be kept at such other place instead of registered 
office in India as the Board of Directors may decide. The company must file with the regis- 
trar a notice in writing giving the full address of the other place: Section 209 (1). 


3. Books of branch offices 

Where a company has a branch office, whether in or outside India, the company shall be 
deemed to have complied with the aforementioned provisions, if the company maintains 
proper books of account relating to transactions affected at the branch office and also 
arranges to obtain from the branch proper summarised returns, at intervals of not more 
than three months, for being kept at the registered office or the other place: Section 209 (2). 


4. Method of accounts 
For the purpose of Sub-section (1) and (2), proper books of account shall not be deemed to 
be kept with respect to the matters specified therein: 

(a) If they are not kept such books as are necessary to give a true and fair view of the 
state of affairs of the company or branch office, as the case may be and to explain its 
transactions and 

(b) If such books are not kept on accrual basis and according to the double entry system 
of accounting: Section 209 (3). 


5. Inspection of books of accounts 


The books of accounts and other books and papers shall be kept open for inspection by any 
director during business hours: Section 209 (4). 


6. Period of preservation 

The books of accounts of every company relating to a period of not less than eight years 
immediately preceding the current year together with vouchers relevant to the entry in 
such books of accounts shall be preserved in good order. In case of a company incorporated 
less than eight years before the current year, the books of accounts for the entire period 
preceding the current year shall be preserved: Section 209 (4A). 


7. Penalty 

If the managing director or manager and, in the absence of any of them, any director of the 
company fails to take reasonable steps to secure compliance with the requirements of law 
aforementioned or by a willful act causes any default by the company, he shall be punish- 
able for each offence with imprisonment for a term which may extend to six months or a 
fine which may extend to Rs. 10,000 or both: Section 209 (5). 


PAYMENT OF INTEREST OUT OF CAPITAL 


Under the provisions of Section 208 of the Companies Act, 1956 a company which has 
raised money by issue of shares to meet the cost of construction of any work or building or 
provision of any plant which cannot be made profitable for a long time, can pay interest on 
paid up capital for a period and subject to the conditions specified in Sub-sections (2) to (7) 
of Section 208. 
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The interest paid, being a part of the capital expenditure incurred in bringing into exist- 
ence assets, should be added thereto. Until so added, it must be shown as a separate item in 
the balance sheet under the head ‘miscellaneous expenditure’. 


Auditor's duty 
1. The auditor should ascertain that the payment is authorised by the articles or by a 
special resolution. 


2. He should verify that the sanction of the central government for making such pay- 
ment has been obtained. 

3. He should confirm that the interest has been paid only for such period as has been 
authorised by the central government and does not extend beyond the next half-year 
following during which the construction was completed or the plant was provided. 

4. He should verify that the rate of interest does not exceed 12% or such other rate that 
the central government has notified in the official gazette. 


5. The auditor should also check that the amount of interest paid out of capital has been 
added to the cost of the assets created. 


SPECIAL REQUIREMENTS OF COMPANY AUDIT 


The company audit is compulsory in nature and governed basically by the provisions of the 
Companies Act. While conducting audit in a company form of organisation, the auditor 
should take into consideration certain requirements of company audit as dictated by the 
provisions of the companies act. 

The special requirements to be kept in mind by the auditor while conducting company 
audit are described below: 


9.9.1 Verification of the Constitution and Power 


A company can function within the limits prescribed by the documents on the basis of 
which it has been registered. It raises its capital from the public on certain conditions. On 
this account, it is essential that the auditor, prior to starting the audit of a company, shall 
examine the following: 


1. Memorandum of Association 

It is a charter containing particulars of business activities that the company can undertake 
and the powers it can exercise in regard thereto. If a company enters into a transaction, 
which is ultra-vires, the shareholders may restrain the management from charging the loss, 
if any, that has been suffered thereon, to the company. If the auditor fails to detect and re- 
port the transactions, which are ultra-vires the company, he would be guilty of negligence. 


2. Articles of Association 

These are rules and regulations for the internal management of the company and they 
define the rights of different classes of shareholders, conditions under which calls can be 
made, the maximum and the minimum number of Directors, their qualifications, disquali- 
fications and removal etc. The terms and conditions of these provisions have relevance to 
the examination of transactions that the auditor is required to carry out. He should, there- 
fore, study the articles and include extracts from them in his permanent audit file. The 
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auditor, who fails to take note of the provisions in the articles in the verification of 
statements of accounts, would be guilty of professional negligence. 


3. Prospectus 

It is a formal document which a public company must issue before it makes the allotment of 
shares under Section 56. It must contain all the terms and conditions on which subscription 
to the shares are sought to be obtained from the public. In case the company fails to carry 
out any of these undertakings, or if any statement made by it ultimately is proved to be 
false, the shareholder has the right to claim refund of the amount paid by him. The auditor 
should, therefore, study carefully all the conditions and stipulations made in the prospec- 
tus and in case any of them has not been carried out, draw the attention of shareholders 
thereto. 


9.9.2 Knowledge About Authority Structure of the Company 


With a view to carry out the audit effectively, it is necessary that the auditor should know 
the authority structure of the company. Under Section 291 of the Act, the Board of Directors 
of a company are entitled to exercise all such powers and to do all such acts and things, as 
the company is authorised to do. 
Section 292 specifies five types of decisions that can be taken by the Board of Directors 
only in Board’s meetings. These include the following: 
e Making calls on partly paid shares 
e Issue of debentures 
e Borrowing money other than on debentures 
e Investing the fund of the company and 
e Making loans 
Apart from the above, the Board also carries out a number of other functions. Such 
functions include the following: 
(a) Adopting of accounts before the same to be submitted to the auditor for their 
report—Section 215 
(b) Appointment of the first auditors and filing of casual vacancy-Section 224 
(c) Investment in shares of companies within the limits-Section 372A 
(d) Entering into contracts with persons who are directors of the company or related to 
or associated with the directors as specified in Section 297 of the Companies Act. 
However, the Board shall not exercise any power or do any act or thing which is 
directed or required by any legislation or by the memorandum or articles of the company, 
to be exercised or done by the company, in a general meeting. 
Following are some of the matters, which only the shareholders can sanction in a gen- 
eral meeting: 
(a) Appointment and fixation of remuneration of auditors in the annual general meet- 
ing—Section 224 
(b) Declaration of Dividend—Regulation 85, Table A 
(c) Appointment of relative of directors to an office or place of profit in the company— 
Section 314 
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(d) Sale, lease or disposal of the whole of the company’s undertakings or a substantial 
part of it and donations above a certain limit—Section 293(1). 
Some matters which require the sanction of the central government e.g. for sanctioning 
loans to directors by a company other than a banking or a finance company, can not be ex- 
ercised by the board of directors or the shareholders. 


9.10 COMPANY AUDITOR 


An auditor is a person who is appointed to conduct an independent examination of books, 
accounts and supporting vouchers to report on the reliability and fairness of profit and loss 
account and balance sheet. He is a professional man having specialised knowledge and 
expertise in all branches of accounting. 

In order to ensure that the person conducting the audit of accounts of company have 
sufficient knowledge in accounting, the Companies Act requires him to be a chartered 
accountant within the meaning of the Chartered Accountants Act, 1949. Apart from being 
well versed in accounting, the auditor should be honest, tactful, methodological, cautious 
and careful. Lord Justice Lindley in his famous case London and General Bank (1895) held 
that “an auditor must be honest, i.e. he must not certify what he does not believe to be true 
and he must take reasonable care and skill before he believes what he certifies is true”. 
Learned Judge Lopes in Kingston Cotton Mill case remarked, “an auditor need not be over- 
cautious or always suspicious. He is a watchdog but not a bloodhound. He is justified in 
believing the tried servants of the company and entitled to rely upon their representation 
provided he takes reasonable care.” 


9.10.1 Appointment of Auditors 


The provisions regarding appointment of the auditors are contained in Section 224 of the 
Companies Act. 


1. First auditor 

Section 224(5) provides for the appointment of first auditors, by the Board of Directors 
within one month of the date of registration of the company. The auditor or auditors so 
appointed shall hold office till the conclusion of the first annual general meeting. 


But the company may at a general meeting remove such an auditor and appoint 
another in his place, on a nomination being made by any member of the company, notice 
being given to the members of the company, not less than 14 days before the date of the 
meeting. 

If the first auditor is not appointed by the directors, within one month of registration, 
the company in general meeting may appoint the first auditor. The auditor of a company is 
normally appointed by the shareholders by passing a resolution at the annual general meet- 
ing. Once appointed, he holds office from the conclusion of that meeting to the conclusion 
of the next annual general meeting. 

An auditor once appointed may be reappointed in the next annual general meeting ora 
new auditor may be appointed in his place. It is obligatory on the part of a company to 
annually make such an appointment, as well as to give, within seven days of the appoint- 
ment, intimation to every auditor so appointed or reappointed. 
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2. Subsequent auditors 


Subsequent auditors of a company are appointed every year by the shareholders in annual 
general meeting by passing an ordinary resolution. According to Section 224(1), “Every 
company shall, at each annual general meeting, appoint an auditor to hold office.” Section 
224 (1A) requires the auditor so appointed to communicate his acceptance or refusal to the 
registrar within the period of 30 days of the receipt from the company intimating his 
appointment. 

If the auditor so appointed does not accept the appointment, the vacancy can neither be 
treated as casual vacancy nor a vacancy by resignation. The research committee of the Insti- 
tute of Chartered Accountants of India has clearly expressed this opinion on the strength of 
the provisions of the Companies Act which vest the general power with shareholders and 
the delegation of powers to the board of directors is not permitted. Therefore, another gen- 
eral meeting has to be convened to appoint new auditor. 


3. Appointment by central government 

According to Section 224(3), where at an annual general meeting, no auditors are 
appointed or re-appointed, the central government may appoint a person to fill the 
vacancy. Within seven days of the power of the central government becoming exercisable, 
the company shall give notice of that fact to the central government. Failure to give such 
notice will make the company in default with a fine, which may extend to Rs. 5,000. 


4. Appointment against a casual vacancy 

If due to death, insanity or insolvency etc, a casual vacancy of the auditor arises, the board 
of directors can fill the same u/s 224(6). The auditor appointed against such a vacancy will 
hold office till the conclusion of the next annual general meeting. 


5. Appointment by special resolution 
The Companies (Amendment) Act, 1974 introduced Section 224A, which provides that in 
the case of a company in which 25%, or more, of the subscribed share capital is held, 
whether individually or collectively by 
(a) a public financial institution or a government company or any state government or 
(b) any financial or other institution established by any Provincial or State Act in which 
a state government holds not less than 51% of the subscribed share capital or 
(c) a nationalised bank or an insurance company carrying on general insurance busi- 
ness the appointment of the auditor shall be made by a special resolution. 
If the company fails to pass a special resolution, it shall be deemed that no auditor has 
been appointed by the company at its annual general meeting and the central government 
will be empowered to make an appointment. 


6. Appointment of auditors of government or certain other companies 

Section 619 provides that the auditor of a government company shall be appointed or reap- 
pointed by the central government on the advice of the comptroller and auditor general of 
India. 

The amendment act also introduced another section, i.e. Section 619B which extends 
the provision of Section 619 to a company in which the central government or state govern- 
ment or any government company or any government corporation hold either singly or 
jointly not less than 51% of the paid up share capital. 
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A person should keep these provisions in mind while accepting an appointment as the 
auditor of a company since the onus of complying with the provisions of section 619B lies 
with the concerned companies. All the same it would be necessary on the part of the audi- 
tors appointed or re-appointed under Section 224 of the Act to ensure, before accepting the 
appointment/ re-appointment that the company concerned is in fact outside the ambit of 
Section 619B of the Act. 


9.10.2 Tenure of Appointment 


Section 224 (1) of the Companies Act provides that an auditor is appointed from the conclu- 
sion of one annual general meeting until the conclusion of next annual general meeting. 
But, if the annual general meeting is not held within the period prescribed by Section 166, 
the auditor will continue in office till the annual general meeting is actually held and con- 
cluded. So, if an annual general meeting is adjourned, his tenure will extend till the conclu- 
sion of the adjourned meeting. 


9.10.3 Re-appointment of Retiring Auditor 


According to the provisions of Section 224(2), retiring auditor, by whatsoever authority 
appointed, shall be automatically re-appointed by passing an ordinary resolution except in 
the following circumstances: 

e Where he is not qualified for re-appointment 

e Where he has given to the company a notice in writing of his unwillingness to be 
re-appointed 

e Where a resolution has been passed at the meeting, appointing somebody else 
instead of him or providing expressly that he shall not be re-appointed 

e Where a notice has been given of an intended resolution to appoint some person in 
the place of retiring auditor, and by reason of death, incapacity or disqualification of 
that person, the resolution can not be proceeded with. 

The re-appointment will not be automatic. Also, the non-reappointment of the retiring 
auditor in the annual general meeting is not removal of the auditor. It will be considered 
simply as retirement. 

The auditor will also not be re-appointed in the following two special cases: 

1. Where he holds the audit of specified number of companies or more than that on the 

day of appointment in terms of Section 224 (1B) of the Companies Act. 

2. Where 25%, or more, of the subscribed capital of the company is held by public 
financial institution(s), government companies etc. or a combination of them, unless 
the retiring auditor is appointed by a special resolution. 

The rights of retiring auditor are as follows: 

(a) He has the right to receive the notice of the resolution. 

(b) He has the right to make a written presentation to the company and request its noti- 
fication to members of the company. 

(c) The auditor has the right to get his representation circulated among the members. 

(d) He has the right to get his representation read out at the meeting, if it has not been 
sent to the members because of delay or default on the part of the company. 
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9.10.4 Ceiling on Number of Audits 


The Companies (Amendment) Act, 1974 added two new sub-sections 224(1B) and 224(1C) 
on ceiling on number of audits. The objective of these sections is to prevent concentration of 
audits in few hands. These sections were further amended in 1988 and finally revised in the 
year 2000. 

According to Section 224(1B), an individual cannot be the auditor of more than 20 com- 
panies at a time. Further, out of these 20 companies not more than 10 should be companies 
having a paid up share capital of Rs. 25 lakhs or more. In case of a partnership firm of audi- 
tors, the ceiling is 20 companies per partner of the firm and if a partner is also a partner in 
any other firm, the overall ceiling in relation to such a partner will be 20. 


Example 

In a firm of chartered accountants, say, there are three partners— X, Y and Z. The overall ceiling 
of the firm will be 3 x 20 = 60 company audit, out of which not more than 3 x 10 = 30 companies 
may have paid up share capital of Rs. 25 lakhs or more. 

Again, say X is also a partner of another firm of chartered accountants. In that case, in these two 
firms, total number of company audit he can undertake as a partner of the firms is limited to 20 
only subject to the ceiling of 10 large company audits i.e. companies having a paid up share 
capital of Rs. 25 lakhs or more. It is his affair that how he will allocate these 20 company audits 
between these two firms. 


Section 224(1C) has been amended by the Companies (Amendment) Act, 1988 to disal- 
low the appointment of person, who are in full time employment elsewhere, as company 
auditor. Even in case of partnership, such a partner shall be excluded from counting the 
number of audits per partner. 

According to the recent amendments in the Companies Act in the year 2000, the above 
provisions are applicable in case of public limited companies only. So, private limited com- 
panies are excluded in computing the ceiling of number of audits. 

However, the Institute of Chartered Accountants of India has issued a notification [No. 
1- CA (7)/53/2001] in the gazette of India dated 19th May 2001 to include private compa- 
nies also within the ceiling of 20 companies. According to the notification, “a member of the 
Institute in practice shall be deemed to be guilty of professional misconduct, if he holds at 
any time appointment of more than specified number of audit assignment of the companies 
including private companies.” 


9.10.5 Remuneration of Auditor 


e Incase of an auditor appointed by the Board of Directors or the central government, 
his remuneration may be fixed by the Board of Directors or the central government 
as the case may be. 

e In all other respect, it must be fixed by the company in general meeting or in such 
manner as the company in general meeting may determine. 

‘Remuneration’ includes any sum paid by the company in respect of the auditor’s 
expenses in carrying out his duties. Obviously, the general meeting can disperse without 
deciding the amount of the remuneration of the auditor. However, it must provide the 
manner in which the remuneration can be determined. 
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If an auditor renders services other than the audit work, he will be entitled to get addi- 
tional remuneration for such work. A special disclosure of all amount paid to the auditor in 
whatever capacity is required to be made in the profit and loss account as any of the 
following 

(a) As auditor 

(b) As adviser, or in any other capacity, in respect of 
e taxation matters, 
e company law matters, 
e management services, and 

(c) Inany other manner. 

The aforesaid manner of disclosure is required by Part II of Schedule VI to the Act. 

Where the auditor is re-appointed in the next annual general meeting, the amount fixed 
for the previous year continues to be the remuneration of the auditor, unless specific 
changes are made. 


9.10.6 Qualification of an Auditor 


Section 226 of the Companies Act prescribes the qualification and disqualification of Com- 
pany Auditors. According to Section 226(1), “a person shall not be qualified as auditor of a 
company unless he is a chartered accountant within the meaning of the Chartered Account- 
ants Act, 1949.” 

It further provides that a firm whereof all the partners practicing in India are qualified 
for appointment as auditors may be appointed by firm’s name to be the auditor of the com- 
pany. In this connection, it may be noted that under the Chartered Accountants Act, 1949 
only a chartered accountant having a certificate of practice can be engaged in the public 
practice of the profession of accountancy. Therefore, only a practicing chartered accountant 
can be appointed as an auditor of a company. 

In addition to above, a person, holding a certificate under the law in force in the whole 
or any portion of a Part B State immediately before the commencement of the Part B States 
(Laws) Act, 1953 or of the Jammu and Kashmir (Extension of Laws) Act, 1956 as the case 
may be, entitling him to act as an auditor of the companies in the territories which, immedi- 
ately before 1st November, 1956 were comprised in that state or any portion thereof, shall 
also be entitled to be appointed to act as an auditor of companies registered anywhere in 
India. 


Thus, the auditor of a company must either be (1) a practising chartered accountant, or 
(2) the holder of a certificate in erstwhile Part B States entitling him to act as an auditor of 
companies. 


9.10.7 Disqualification of an Auditor 
Section 226(3) provides the disqualification of auditors. According to it, none of the follow- 
ing shall be qualified for appointment as an auditor of a company: 

1. A body corporate 

2. An officer or employee of the company 

3. A partner or an employee of an officer or employee of the company 
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4. A person who is indebted to the company for an amount exceeding Rs. 1,000 or who 
has given any guarantee or provided any security in connection with the indebtness 
of any third person 

5. A person holding any security of the audit company when such security carries vot- 
ing right. 

A person shall not be qualified for appointment as an auditor of a company if he is, by 
virtue of Section 226(3), disqualified for appointment as an auditor of any other company 
which is that company’s subsidiary or holding company or a subsidiary of that company’s 
holding company. 

Disqualification may come to an auditor if he ceases to be a member of the Institute of 
Chartered Accountants of India or adjudged as having unsound mind or is an undis- 
charged insolvent. 

If after his appointment, an auditor becomes disqualified subject to any of the points 
listed above, he shall be deemed to have vacated his office as such. 


9.10.8 Removal of Auditors 


An appointed auditor may be removed from his office either in accordance with the provi- 
sions of the Companies Act or as per restrictions imposed by the Chartered Accountants 
Act. 


Removal as per the Companies Act 


The removal of the auditor in accordance with the provisions of the Companies Act 
depends upon the option of the concerned company. He may be removed before the expiry 
of his term or after the expiry of his term. The service of the first auditor appointed by the 
board and supposed to hold office till the conclusion of the first annual general meeting can 
be terminated beforehand by way of passing a resolution in a general meeting. However, 
the removal of any subsequent auditor before the expiry of his term is difficult in the sense 
that it requires the approval of the central government as per Section 227 (7). So, the central 
government has to be convinced about the unsuitability of the existing auditor to continue 
as auditor. 


The Companies Act lays down clear procedures about the removal of auditors in Sec- 
tion 224 and Section 225. 


1. Removal before the expiry of the term 


(a) Under Section 224(5)(a), it is provided that the company can remove in a general 
meeting the first auditor appointed by the board of directors. 


(b) Under Section 224(7), it is provided that except the first auditor, auditors appointed 
u/s 224 could be removed before the expiry of the term in a general meeting, only 
after obtaining previous approval of the central government. 


2. Removal after the expiry of the term 


The auditor can be removed after the expiry of his term of office, as per the procedures laid 
down in Section 225. 


According to the Section, for removal of a retiring auditor or appointing another audi- 
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tor in his place, the following procedures must be observed: 


(a) Special notice must be given by a member of the intended resolution to be passed at 
an annual general meeting 


(b) On receipt of such a notice, the company shall forward a copy thereof to the retiring 
auditor 

(c) The retiring auditor then may make written representation to the company not 
exceeding a reasonable length and request their notification to the members of the 
company. 

The company shall, unless the representations received by it are too late to do so, 

e state the fact of the representation in any notice of the resolution given to members of 

the company and 

e send a copy of the representation to every member of the company to whom notice 

of the meeting is sent. 

If a copy of the representation is not sent as aforesaid, because they are received too late 
or because of the company’s default, the auditor may require that the representation shall 
be read out at the meeting. However, these are not required, if it is established that the 
above rights are abused by the auditor. 


Removal as per Chartered Accountants Act 
An auditor may also be removed from his office due to his professional misconduct. Fol- 
lowing are some of the important clauses of the Chartered Accountants Act, 1949, which 
mention the professional misconduct for which a chartered accountant may be removed 
from his office: 
1. If a Chartered Accountant accepts the position as an auditor previously held by 
another chartered accountant without first communicating to him in writing 
2. If a chartered accountant is grossly negligent in the conduct of his professional 
duties 
3. If a chartered accountant is engaged in any business or occupation other than the 
profession of accountancy unless permitted by the council of the Institute 


4. Ifa chartered accountant contravenes any of the provisions of the act and regulation 
made thereunder etc. 


9.10.9 Status of the Company Auditor 


The auditor of a company can be considered a servant of the company, an agent of the 
shareholders as well as an officer of the company. 


1. A servant of the company 

Like any other employee or director of a company, an auditor also renders his services to 
the company. The employees get remuneration from the company for their services. The 
auditor is receiving remuneration from the company, (not termed as audit fees) for the 
services rendered by him for the company. Hence, like employees of the company, the 
auditor may also be considered as a servant of the company. 

But if payment to auditor by the company makes him a servant of the company, it will 
create a lot of confusion. Then the doctor who is paid by the patient is to be treated as 
servant of the client. So, it would not be logical to treat the auditor as servant of the 
company. 
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2. An agent of the company 


Except in certain special situations where an auditor is appointed by the Directors or the 
central government, an auditor is normally appointed by the shareholders. Not only that, 
the auditor checks the accounts on behalf of the shareholders and he has to submit his 
report to the shareholders. It therefore appears that an auditor is an agent of the sharehold- 
ers. 

Lord Cranworth in the course of his judgment in the case Spackman vs Evans also said, 
“ The auditor may be the agent of the shareholders, so far as it relates to the audit of the 
accounts. For the purpose of the audit, the auditors will bind the shareholders”. 


However, according to the Law of Agency, “he who does through another does by him- 
self”. It means that any act of the agent will be purported to be the act of the principal. But 
this relationship does not exist between the shareholders and the auditors. Again, under the 
same law, the knowledge of an agent regarding a matter is also taken as the knowledge of 
the principal. So far as company auditor is concerned, he is not supposed to intimate the 
shareholders any information other than the actual results and financial position through 
financial statements. 

Therefore, a company auditor cannot be treated as an agent of the shareholders. He can 
best be described as the representative of the shareholders under certain circumstances. 


3. An officer of the company 
An auditor is an officer of the company under Section 2(30) of the Companies Act for the 
purpose of the following sections: 
(a) Section 477: Powers to summon persons suspected of having property of the com- 
pany. 
(b) Section 478: Power to order public examination of promoters, directors, officers etc. 
(c) Section 539: Penalty for falsification of books 
(d) Section 543: Power of the court to assess damages against delinquent directors, offic- 
ers etc. in course of winding up procedure 
(e) Section 545: Prosecution of delinquent officers and members of the company 
(f) Section 621: Offences against act to be cognizable only on complaint by registrar, 
shareholder or government 
(g) Section 625: Payment of compensation in cases of frivolous or vexatious prosecution 
(h) Section 633: Power of the court to grant relief in certain cases 

Except for the above sections, an auditor shall not be considered as an officer under the 
Companies Act, 1956. 

In addition to that there are many legal decisions where a company auditor has been 
termed as an officer of the company. In London and General Bank case, it was held by Jus- 
tice Lindley that it seems impossible to deny that for some purposes and to some extent, an 
auditor is an officer of the company. It was also held in the famous Kingston Cotton Mills 
Co. Ltd. case that the auditors are officers of the company. 

But an officer is bound by the service rules of the company and is required to work as 
per the directions given to him. But independence in the work of an auditor is a well-estab- 
lished principle. He needs to be independent of management in order to make his report 
reliable to the shareholders and other interested parties like bankers, creditors etc. There- 
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fore, the auditor must work according to his own judgment and independent thought even 
though that may not suit the desire of management. So, to treat the auditor as an officer of 
the company is contrary to the basic philosophy of audit. 

The position of an auditor is, therefore, a bit controversial. Sometimes he may appear to 
be an agent of the shareholders and sometimes he may be considered an officer of the com- 
pany. But an auditor is an independent person rendering professional services to the com- 
pany in return of fees. He can neither be an agent of the shareholders nor be an officer of the 
company, nor is he a servant of the company. 


9.10.10 Auditor’s Rights, Duties and Liabilities 


The auditor of a company has statutory rights, duties and liabilities under the Companies 
Act. 


Rights of a company auditor 
An auditor of a company is required to report on the truth and fairness of the financial 
statement of the company. To perform his duties effectively, he requires some rights and 
powers. In case of sole-proprietor or partnership firm, the rights and duties of an auditor 
are determined by the agreement entered into by him with the sole proprietor or the part- 
nership firm as the case may be. But the Companies Act, 1956, has specifically laid down 
the rights and duties of a statutory auditor of a joint stock company. These rights and duties 
are absolute and cannot be curtailed in any way. Any resolution or provision in the articles 
in this regard will be null and void. It was held in the case of Newton vs Birmingham Small 
Arms Co. Ltd. that any resolution precluding the auditor from of any information to which 
he is entitled to as per Companies Act is inconsistent with the Act. 

The Companies Act provides the following rights to the auditor to enable him to dis- 
charge his duties properly: 


1. Right of access to books and vouchers Section 227(1) of the Companies Act, 1956 
provides that the auditor of a company shall have the right of access, at all times, to the 
books and vouchers of the company whether kept at the head office or elsewhere. This right 
of the auditor is the fundamental basis on which the auditor can proceed to examine and 
inspect the records of the company for the purpose of making his report. 


2. Right to obtain information and explanations Section 227(1) also entitles the au- 
ditor to require from the officer of the company such information and explanations as the 
auditor may think necessary for the performance of his duties. Corresponding to the right 
to ask for information and explanations, Section 221 of the Act also makes it obligatory for 
the concerned officers of the company to furnish without delay the relevant information to 
the auditor. 


3. Right to visit branch offices and access to branch accounts Section 228(2) of the 
Companies Act gives specific rights to the company auditor where the accounts of any 
branch office are audited by another person. The company auditor has the right to visit 
branch office, if he deems it necessary to do so for the performance of his duties and has the 
right of access to books and accounts along with vouchers maintained by the branch office. 


4. Right to receive branch audit reports The company auditor has also the right to 
receive the audit report from the branch auditor for his consideration and deal with it in 
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such a way, as he considers necessary while preparing his audit report on the accounts of 
the company. 


5. Right to receive notices and to attend general meeting Section 231 of the Compa- 
nies Act entitles the auditors of a company to attend any general meeting of the company 
and to be heard on any part of the business, which concerns him as the auditor. He is also 
entitled to receive all notices and communications relating to any general meeting of the 
company. 


6. Right to make representation Pursuant to Section 225, the retiring auditor is entitled 
to receive a copy of the special notice intending to remove him or proposing to appoint any 
other person as auditor. The retiring auditor sought to be removed has a right to make his 
representation in writing and request that the same be circulated amongst the members of 
the company. In case, the same could not be circulated, the auditor may require that the 
representation shall be read out at the general meeting. 


7. Right to sign audit report According to Section 229 of the Companies Act, only the 
person appointed as auditor of the company, or where a firm is so appointed only a partner 
in the firm practising in India, may sign the auditor’s report. 


8. Right to seek legal and technical advice The auditor of a company is entitled to 
take legal and technical advice, which may be required in the performance of conduct of 
audit or discharge of his duties (London and General Bank Case). 


9. Right to be indemnified For different purposes, an auditor is considered to be an of- 
ficer of the company. As an officer, he has the right to be indemnified out of assets of the 
company against any liability incurred by him in defending himself against any civil or 
criminal proceedings by the company, if he is not held guilty by the law. 


10. Right to receive remuneration On completion of his work, an auditor is entitled to 
receive his remuneration. The rights of the auditor cannot be limited by any resolution of 
the members passed in the general meeting (Homer vs Quitler). 


Right of lien of company auditor 
The right of ‘lien’ means right of one person to retain the property of another person who 
owes money to the former. The right of lien of an auditor of a limited company indicates his 
right to retain documents and records of the company for his unpaid fees. The Companies 
Act is silent about the right of lien of auditors on clients’ documents and records. Also there 
are many conflicting legal judgments regarding this issue. The Institute of Chartered 
Accountants of England and Wales has issued a guideline in this regard. 

Based on that guideline, the auditor’s lien can be discussed under the following heads: 


1. Lien on books of accounts In the case Herbert Alfred Burliegh vs Ingram Clark Ltd. 
(1901), it was held that while an auditor acts as an accountant preparing books of accounts, 
he should have lien on such books of accounts for unpaid fees. But if he merely audits the 
books of accounts, he will not enjoy any right of lien on them. 

But allowing auditor to enjoy right of lien on books of accounts prepared by him will 
conflict Section 209 of the Companies Act which make it mandatory for every company to 
keep its books of accounts at its registered office or at such other place in India as the direc- 
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tors think fit. So, the auditor's lien would not be upheld on books of accounts, which the 
company has to keep in its possession as per the provisions of the Companies Act. 


2. Lien on working papers Audit working papers are those documents and records, 
which the auditors prepare in connection with his audit work. In fact, this question of own- 
ership in respect to the working papers arose in the case of Sockockingky vs Bright Graham 
& Co. (1938) in England. The question was whether the auditor had a right to retain the 
working papers as if it were their own property even after the payment of the audit fees. 
The court gave judgment in favour of the auditors on the ground that they were independ- 
ent contractors and not agents of the client. 


3. Lien on communication documents An auditor may communicate with third par- 
ties either as an agent on behalf of the client or independently in connection with his work. 
In this case, the communication documents will belong to the client. However, if the auditor 
makes correspondence with third parties not as an agent, but as a professional man for dis- 
charging his duties, the correspondence with the third parties will be his property. 


4. Lien on client’s money The auditor should not have any lien on client’s money, 
which may be kept with him. This is simply because he does not work on the money. He 
may be required to keep the money as a trustee only. So, if the auditor appropriates client’s 
money towards his outstanding fees, he will be held liable. 


5. General or special lien An auditor has only lien on the particular document in 
respect of which he has rendered his professional service, but he has not yet been paid. He 
cannot have general lien, i.e. he cannot retain other documents with which he has not been 
concerned. 


Duties of a company auditor 


The duties of a company auditor can be described by classifying it in the following 
categories: 


1. Statutory duties 


(a) Duty to report: According to Section 227 of the Companies Act, 1956, it is the duty of the 
company auditor to make a report to the members of the company on the accounts exam- 
ined by him and on balance sheet and profit and loss account laid before the company in its 
general meeting. 


(b) Duty to enquire: Sub-section (1A) of Section 227 of the Companies Act specifies six 
matters, which are required to be looked into by a company auditor. The statement on 
qualifications in the auditor’s report issued by the ICAI clarifies that the auditor is not 
required to report on the matters specified in Sub-section (1 A), unless he has any special 
comments to make on any of the items referred to therein. 


(c) Duty to follow CARO: Under Section 227(4A) of the Companies Act, the central gov- 
ernment has the power to direct by a general or special order that in the case of specified 
companies, the auditor’s report shall include a statement on such matters as may be 
specified in its order. In accordance with the provision, the central government issued 
revised order in 2003, namely Companies (Auditor’s Report) Order. The auditor has the 
duty to follow the order. 
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(d) Other duties under the Companies Act : The auditor has the following other duties un- 
der the Companies Act: 


(i) Duty of the auditor or a partner of a firm of chartered accountants practising in India 
to sign audit report (Section 229) 
(ii) Duty of the auditor to report on prospectus on the accounting part (Section 56) 

(iii) Duty to assist the inspector appointed by the central government to investigate the 
affairs of the company (Section 240) 

(iv) Duty to report on profit and loss account for the period from the last closing date to 
the date of declaration of insolvency by the directors and also on balance sheet 
(Section 488) 

(v) Duty to certify the statutory report of the company in respect of shares allotted, cash 
received in respect of such shares and the receipts and payments of the company 
[Section 165(4)] 


2. Contractual duties A professional accountant may be hired by a company for pur- 
poses other than the statutory audit. In all such cases, the duty of the auditor will depend 
upon the terms and conditions of his appointment. 


3. Duty to have reasonable care and skill An auditor of a company must be honest 
and must exercise reasonable care and skill to perform his audit work, otherwise he may be 
sued for damages. It was observed in Kingston Cotton Mills Case (1896) that the auditor 
should perform his audit work with such care, skill and caution that a reasonably compe- 
tent, careful and cautious auditor will use. 


4. Duty of an auditor regarding mandatory accounting standards According to the 
decision of the Council of the Institute of Chartered Accountants of India, it has been 
resolved that while discharging their functions, it is the duty of the members of the 
Institute, to ensure that the mandatory accounting standards are followed in the 
presentation of the financial statements covered by their audit report. In the event of any 
deviation from the standards, it is also the duty of the auditor to makes adequate disclosure 
in their reports so that the users of such statements may be aware of such deviations. 


Section 227 (3) (d) of the Companies Act also states that the auditor’s report shall state 
whether the company’s balance sheet and profit and loss account comply with the account- 
ing standards referred to in Section 211 (3C). 


5. Duty to the profession itself Every profession has its own code of conduct and pro- 
fessional ethics. The Institute of Chartered Accountants of India has also issued the 
required code of conduct and professional ethics, which has to be maintained by the mem- 
bers of the Institute. So, it is the duty of the company auditor to follow code of conduct and 
his professional ethics. 


Liabilities of company auditor 
The auditor holds a position of great responsibility and has to perform certain duties, statu- 
tory or otherwise, assigned to him. In performing his duties, he has to exercise reasonable 
care and skill. His client expects him to follow the generally accepted auditing standards 
and he may be held liable in case he does not act with reasonable care and skill required 
from him in a particular situation. 
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The liabilities of an auditor can be described by classifying them under the following 
categories, as depicted in the given flow chart. 


Auditor’s Liabilities 
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Liabilities on the basis of legal implications On the basis of legal implication, liabili- 
ties may be divided into three categories, namely, 


1. Liabilities under the Companies Act: Under the Companies Act, the liability of an audi- 
tor may arise in the following cases: 

(a) Misappropriation and retention of client's money: If an auditor has misappropriated 
or retained or become liable or accountable for any money or property of the company, or 
has been guilty of any misfeasance or breach of trust in relation to the company, the court 
may compel him to repay or to restore the money or property of or any part thereof with 
interest at certain rate or to contribute such sum to the assets of the company by way of 
compensation (Section 543). 

(b) Mis-statements in the prospectus: He shall be liable with regard to mis-statements in 
the prospectus of the company under Section 62. The auditor is liable to pay compensation 
to every person who subscribes for any shares or debentures on the faith of the prospectus 
issued by the company for any loss or damage he may have sustained. 

(c) False statement in returns, reports etc.: He shall be liable if he makes a false statement 
with material particulars in returns, reports or other statements knowing it to be false or 
omits any material fact knowing it to be material (Section 628), 

(d) Intentional false evidence: He shall be liable if he gives false evidence intentionally 
upon any examination upon oath or solemn affirmations, authorised under this Act or in 
any affidavit, deposition or solemn affirmations, in or about the winding up of any com- 
pany under this act (Section 629). 
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(e) Liability for delinquency: The liquidators may prosecute an auditor as an officer of the 
company during the course of winding up of the company for delinquency (Section 545). 
(£) Wilful default in report making: He will be held liable if he wilfully makes a default in 
making his report to the shareholders according to the provisions of Sections 227 and 229 
(Section 233). 

(g) Destruction, alteration of books etc.: If he is found guilty of destruction, mutilation, 
alteration, falsification or hiding of any books, papers or securities or if he makes any false 
or fraudulent entry in any register, books of accounts or documents of the company, he may 
be held liable (Section 539). 


(h) Authorising false statement in the prospectus: If he authorises the issue of the prospec- 
tus of a company containing a false and untrue statement, he will be held liable (Section 63). 
(i) Party to the issue of prospectus: He may be held liable if he is party to the issue of pro- 
spectus including statement purporting to be made by him as an expert, unless he is not 
interested in the formation or promotion or in the management of the company (Sections 
57, 58 and 59). 

(j) Inducing fraudulently to invest money: He will be liable if he induces a person fraudu- 
lently to invest money by knowingly or recklessly making a statement or promise which is 
false or misleading, or if he dishonestly conceals the material fact (Section 68). 

2. Liabilities under the Chartered Accountants Act : Liability of chartered accountant, acting as 
an auditor, may be in the form of disciplinary proceedings under the Chartered Account- 
ants Act, 1949. It may arise on account of professional misconduct on the part of the auditor. 

There are separate provisions for professional misconduct in relation to (a) chartered 
accountants in practice (b) members of the institute in service and (c) members of the insti- 
tute in general. 

The Council, under Section 21, refers the case of professional misconduct on the part of 
the members to the disciplinary committee. The latter holds the enquiry and reports its 
findings to the council. In case the council finds, on the basis of its report that the member is 
guilty of professional misconduct, it gives chance to the member to explain his conduct. On 
the basis of hearing, the council takes necessary actions. But if the misconduct on the part of 
the member is other than that specified in the first schedule of the Chartered Accountants 
Act, 1949 the council has to refer the case to the High Court with its recommendations 
thereon. 


3. Liabilities under any special act: In addition to the Companies Act and the Chartered 
Accountants Act, the auditors are also held liable under different special acts, which are 
stated below: 

(a) Under Banking Regulation Act, 1940: 

(i) Under Section 46 of the Banking Regulations Act, 1940, if an auditor in any return, 
balance sheet or other document, wilfully makes a statement, which is false in any 
material particulars, knowing it to be false, or wilfully omits to make a material 
statement, he will be held responsible. 

(ii) Under Section 45G, an auditor of a banking company may be publicly examined in 
the winding up proceedings. On such examination, the high court may make an 
order, if he is not found fit to act as an auditor, that he will not act as auditor of any 
company for such period not exceeding five years as may be specified in the order. 
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(b) Under the Life Insurance Corporation Act: Under Section 104 of the Life Insurance 
Corporation Act, 1956 an auditor may be sentenced to imprisonment or fine, or both, if he 
gives a false statement knowingly in any return, report or other such forms to be issued 
under the act. 

(c) Under the Indian Penal Code: Under Section 197 of the Indian Penal Code, if any 
person including auditor issues or signs a certificate required by law to be given or signed, 
or relating to any fact of which such certificate is by law admissible in evidence, knowing or 
believing that such certificate is false in any material point, he shall be punishable in the 
same manner as if he gave false evidence. 


(d) Under the Income Tax Act: Under Section 278 of the Income Tax Act, 1961, if any 
person including an auditor abets or induces in any manner another person to make and 
deliver an account, statement or declaration relating to any income chargeable to tax which 
is false and which he either knows to be false or does not believe to be true, he shall be 
punishable. 


Liabilities on the basis of nature of liability On the basis of nature of liability, it can 
be divided into two groups: 


1. Civil liability : The civil liability of an auditor can be for (a) negligence or (b) misfeasance. 
In these cases, he may be called upon to pay damages as decided by the court. 

(a) Liability for negligence: An auditor is appointed to perform certain duties. To the 
extent of his duties as an auditor, he acts as an agent of his client. In this capacity, he must 
exercise reasonable care and skill to perform his duties for which he is employed. If he acts 
negligently on account of which the client has to suffer loss, the auditor may be held liable 
and may be called upon to make good the damages, which the client suffered due to his 
negligence. 

It should be noted that if an auditor fails to discover frauds, he might not be failing in 

his duty. In fact, fraud and other irregularities may not be disclosed by an annual audit and 
even a detailed audit may not discover certain types of fraud. Under such circumstances, 
whether the auditor will be held responsible that depends on the fact that whether the 
auditor should have been able to discover that fraud if he applies reasonable care and skill. 
If he could, he will be held responsible, otherwise not. 
(b) Liability for misfeasance: The term ‘misfeasance’ implies breach of trust or breach of 
duty. An auditor has to perform certain duties, which may arise out of a contract with the 
client as in the case of sole-proprietor or partnership or it may be statutory as laid down 
under various statutes. The duties of a company auditor have been statutorily laid down in 
the Companies Act, 1956. If the auditor does not perform his duties properly and as a result 
his client suffers, he may be held liable for misfeasance. 

It should be noted that according to Section 543, the court might assess damages 
against delinquent Director or other officers of the company, including an auditor for 
misfeasance or breach of trust. In the case of an auditor, who also comes within the defini- 
tion of officer in Section 2(30) for the purpose of this section, if he is guilty of neglect of duty 
or misfeasance, so as to cause loss to the company in any way, proceedings may be taken 
under this section against him either independently or other officers or jointly with them. 
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2. Criminal liability : An auditor of a company can be held guilty of criminal offences, if he 
wilfully makes a false statement in any report, return, certificate or balance sheet. 

Under Section 628 of the Companies Act, “if an auditor in any report, certificate, bal- 
ance sheet, prospectus, statement or other document required by or for the purpose of any 
of these acts, makes a statement (a) which is false in any material particular, knowing it to 
be false or (b) omits any material fact, knowing it to be material, he will be held liable on 
criminal offence. 

Again, Section 197 of the Indian Penal Code provides that whoever issues or signs any 
certificate required by law to be given or signed or relating to any fact which such certificate 
is by law admissible in evidence, knowing or believing that such certificate is false in any 
material point, shall be punishable in the same manner as he gave false evidence. 


Other liabilities The other liabilities of an auditor may include the following: 


1. Liability to third parties : There are several persons who completely rely upon the finan- 
cial statements entitled by the auditor and enter into transactions with the company with- 
out any further enquiry. These parties may include creditors, the bankers, the tax 
authorities, the prospective investors etc. 

In general, the auditor is not liable to third parties since no contractual obligation exists 
between the auditor and the third parties. Since they do not appoint him, he owes no duty 
to them and hence there is no question of any liability to them. He cannot be held liable 
unless he owes any duty to the persons, who hold him able for damages caused. 

The third parties, however, can hold him liable, if there has been any fraud on the part 

of the auditor. Even if there is no contractual obligation between the auditor and the third 
parties, the latter can sue the auditor if the report of the auditor is of such a nature as 
amounts to fraud. 
2. Liability for unlawful act of the client: An auditor may obtain knowledge about the 
unlawful acts or defaults committed by his client during the course of his audit. The ques- 
tion arises whether he should inform the proper authorities about it and whether he can be 
held liable if he does not do so. It is a difficult question indeed since it involves breach of 
confidence placed on him by his client. 

Under such circumstances, he must act very carefully. He must not act in such a way, 
which unnecessarily injures the confidence of his client on him. If required, he should 
terminate his association with the client rather than open himself to such liability. 

3. Liability to article clerks: The auditor may be held liable to his article clerks in the follow- 
ing circumstances: 

(a) If he does not act honestly with his article clerk 

(b) If he removes any of his article clerks without any prior notice 

(c) If he does not pay the required amount of monthly stipend to the article clerks 

(d) If he gives a false certificate of payment of stipend to his article clerks. 

The auditor, however, cannot be held liable to his article clerks to pay compensation to 
them in case their services are terminated by the auditor. The question of payment of 
compensation to a retrenched or dismissed worker arises under the Industrial Dispute Act, 
1956 only, which is not applicable to article clerks. 
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9.11 SPECIAL AUDITOR 


1. Circumstances 
Power has been given to the central government under Section 233A of the Companies Act, 
1956, to direct a special audit, where the government is of the opinion that: 
e the affairs of any company are not being managed in accordance with sound busi- 
ness principles or prudent commercial practices, or 
e any company is being managed in a manner likely to cause serious injury or damage 
to the interest of the trade, industry or business to which it pertains or 
e the financial position of any company is such as to endanger its solvency. 
The central government may, at any time, direct that a special audit of the company’s 
account for such period or periods as may be specified, be carried out. 


2. Qualification 

A chartered accountant as defined in Clause (b) of Sub-section (1) of Section 2 of the Char- 
tered Accountants Act, 1949, whether such accountant is in practice or not, or the compa- 
ny’s auditor himself may be appointed to conduct such special audit. This appointment is 
made by the central government. 


3. Rights, powers and duties of special auditor 
The special auditor shall have the same rights, powers and duties in relation to the special 
audit as an auditor of a company has under Section 227 of the Companies Act. 

However, instead of making his report to the members of the company, the special 
auditor must submit his report to the central government. The report of the special auditor 
shall, as far as may be, include all the matters required to be included in an auditor’s report, 
under Section 227 and if the central government so directs, shall also include a statement on 
any other matter which may be referred to him by the government. 


4. Remuneration of special auditor 


The remuneration of special auditor is fixed by the government, but is payable by the com- 
pany. If the company fails to pay the remuneration, it can be recovered in the same way as 
land revenue. 


9.12 BRANCH AUDITOR 


1. Qualification 
Section 228 of the Companies Act governs the audit of branch offices. Where a company has 
a branch office in India, the accounts of that office shall be audited by the company’s 
auditors or by a person qualified under Section 226. 

If the branch is situated outside India, audit can be conducted, in addition to persons 
mentioned above, by an accountant duly qualified to act as an auditor in accordance with 
the laws of the country in which the branch office is situated. 


2. Appointment 


If it is decided in the general meeting of the company to have the accounts of a branch 
audited by auditor other than the auditor of the company, Section 228(3) requires that the 
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meeting should appoint any qualified person as auditor of the branch or authorise the 
board of directors to appoint a qualified person as auditor for the branch in consultation 
with the main auditor of the company. 


3. Rights, powers and duties of branch auditor 

The branch auditor shall have the same rights, powers and duties in relation to the branch 
audit as an auditor of a company has under Section 227 of the Companies Act (Section 
228(3)(b)). 

The branch auditor shall prepare a report on the accounts of the branch office examined 
by him and forward the same to the auditor of the company, who shall, in preparing the 
audit report, deal with the same in such manner as he considers necessary (Section 
228 (3)(c)). 


4. Remuneration of the branch auditor 

The branch auditor shall receive such remuneration and shall hold his appointment subject 
to such terms and conditions as may be fixed either by the company in general meeting or 
by the Board of Directors if so authorised by the company in general meeting (Section 228 
(3)(d)). 

5. Exemptions from branch audit 

Under Section 228(4) of the Companies Act, the central government is empowered to give 
exemptions from branch audit. The central government is also empowered to withdraw 
these exemptions. 


9.13 JOINT AUDITOR 


Sometimes, two or more firms are appointed to conduct the audit of a company. This is the 
usual case with large companies like insurance and banking companies having a wide geo- 
graphical network. In such a situation, the following matters assume importance: 

e The audit work has to be shared by the joint auditor 

e There should be proper co-ordination of work of the joint auditors 

e Proper attempt should be made to resolve the differences of opinion among the joint 

auditors 

The Companies Act, 1956 does not contain any specific provisions regarding joint 
audit. However, the Institute of Chartered Accountants of india has issued AAS-12 on the 
‘responsibility of joint auditors’. According to this statement, the functions and duties of 
joint auditors can be stated as follows: 


1. Division of work 

Where joint auditors are appointed, they should, by mutual discussion, divide the audit 
work among themselves. In some cases due to the nature of the business of the entity under 
audit, such a division of work may not be possible. In such situation, the division of work 
may be with reference to items of assets and liabilities or income and expenditure or with 
reference to periods of time. The division of work among joint auditors as well as the areas 
of work to be covered by all of them should be adequately documented and preferably 
communicated to the entity. 
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2. Co-ordination 

Where, in the course of his work, a joint auditor comes across matters, which are relevant, to 
the areas of responsibility of other joint auditors, and which deserve their attention, he 
should communicate the same to all the other joint auditors in writing. 


3. Responsibility of joint auditor 
In respect of audit work divided among the joint auditors, each joint auditor is responsible 
only for the work allocated to him. 

Each auditor should bring to the attention of the other joint auditors matters requiring 
discussion, disclosure or application of judgment, by submitting a report or a note prior to 
the finalisation of audit. If any such matter were brought to the attention of the other joint 
auditors by an auditor after the audit report has been submitted, the other joint auditors 
would not be responsible in respect of those matters. 

It is the responsibility of each joint auditor to determine the nature, timing and extent of 
audit procedures to be applied in relation to the area of work allocated to him. 


4. Audit report 

Normally, the joint auditors are able to arrive at an agreed report. However, where the joint 
auditors are in disagreement with regard to any matters to be covered by the report, each 
one of them should express their own opinion through a specific report. A joint auditor is 
not bound by the views of the majority of the joint auditors regarding matters to be covered 
in the report and should express his opinion in a separate report in case of disagreement. 


9.14 LEGAL VIEWS ON AUDITOR'S LIABILITY 


The legal views as discussed in different cases so far taken to courts of law can be summa- 
rised as follows: 


ase Study g 


1. Case: Leeds Estate Building and Investment Co. vs Shepherd (1887) 

Fact of the case: In this case, the auditor had not discovered that certain payments 
relating to dividends, directors fees and bonus were irregular. This was because he 
had not concerned himself with the company’s articles. He was held liable for 
damages. 

Legal view: This case had established that it is not sufficient for an auditor to 
concern himself with the arithmetical accuracy of the books and accounts. He has a 
duty to ensure that the transactions are in order. When an auditor takes over a 
company audit, one of his first actions is to obtain a copy of the memorandum and 
articles and note important points therein affecting the account. 


Company Audit & 
2. Case: London and General Bank Limited (1895) 


Fact of the case: The company, in this case, had not made adequate provision for bad 
debts. The auditor had discovered that the debts were doubtful and had clearly 
reported the situation to the directors, but, when the directors failed to make 
provisions, instead of reporting the facts equally clearly to the shareholders, he 
simply made the statement that “the value of the assets is dependent upon realisa- 
tion”. It was held that the auditor had failed in his duty to convey information 
clearly in his report, and he was made liable for certain dividends improperly paid. 
Legal view: This case is important because it was stated unequivocally that an audi- 
tor has a duty to convey facts clearly to shareholders. “A person whose duty is to 
convey information to others does not discharge that duty by simply giving them so 
much information as is calculated to induce them, or some of them, to ask for more.” 


This case established the fact that an auditor who shrinks from fully and clearly dis- 
closing all the material facts known to him is putting himself at risk. The court also 
discussed the basic duty of an auditor. It was laid down that he must exercise 
reasonable care and skill, but that he is in no way acts as an insurer and does not 
guarantee the accounts. 


3. Case: Kingston Cotton Mill Co. Ltd. (1896) 

Fact of the Case: In this case, the accounts had been manipulated by the over-valua- 
tion of stock by the managing director, who had certified the stock valuation to the 
auditor. It was held in the Court of Appeal that it was not the duty of the auditor to 
take stock, and that in the absence of suspicious circumstances he was not guilty of 
negligence in accepting the certificate of a responsible official with regard to the 
value of stock. 

Legal view: As far as the main question is involved, whether the auditor could place 
total reliance on the stock certificate of a responsible official with regard to the value 
of stock in the absence of suspicious circumstances, this case is now of historical 
interest only. The Companies Act also requires that the auditors should state 
whether the accounts show a true and fair view. The professional accountancy 
bodies have issued statements regarding detailed audit work to be carried out in 
relation to stock verification and valuation and attendance by the auditor at stock 
taking. It does not seem that the auditor could now simply accept a stock certificate 
from a responsible official where stock was a material item and then plead this case 
in justification when defending the inevitable action for misfeasance or negligence. 


4. Case: Irish Wollen Co. Ltd. vs Tyson (1900) 
Fact of the case: The auditor was found to have been negligent in that he had failed 
to discover that the company’s liabilities were understated due to the suppression of 
creditor’s invoices. This fraud would have been discovered if the auditor had either 
checked the ledger balances against the creditor’s statements or scrutinised the dates 
entered in the first few weeks of the next period. 


Legal view: This case again shows the courts refusing to accept that an auditor had 
discharged his duties by checking the arithmetical accuracy of the entries in the 
books. He must exercise due skill and care in checking the validity of these entries. 
Auditors would now always carry out the tests omitted in this case, checking 
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balances against creditors’ statements and testing the correctness of the “cut-off” 
procedure carefully. 


5. Case: The London Oil Storage Co. Ltd. vs Seear, Hasluck & Co. (1904) 

Fact of the case: This was another case where the auditors had concerned them- 
selves only with the entries in the books, and not with verification procedure. The 
balance sheet showed cash balances of almost £ 800, which agreed with the books, 
but the actual balance was only £ 30, the difference having been misappropriated. 
The auditor was held to have been negligent in not verifying the balance. However, 
damages of only five guineas were awarded against the auditor because the court 
held that the director responsible for supervising the fraudulent employee was the 
person primarily responsible for the loss. 

Legal view: There are two important aspects to this case. The first is that the court 
again held that auditors have a duty to verify assets and not merely to check book- 
keeping entries. The second, and very important, or aspect is that auditors are 
responsible for the loss resulting directly from their negligence and thus are not 
responsible where the loss has resulted from other causes. 


6. Case: Arthur E. Green & Co. vs the Central Advance & Discount Corporation Ltd. 
(1920) 
Fact of the case: The case concerned the failure of the company to make adequate 
provision for bad debts. The auditors relied upon the bad debt provisions made by 
the managers, despite the fact that many debts not provided for were old and some 
were even statue-barred. The auditors were found to have been negligent. 
Legal view: The decision indicates that the auditors must exercise proper skill and 
care in carrying out their own tests to establish the value of material assets. They are 
not adequately performing their duties by relying on a certificate provided by a 
responsible official. 


7. Case: The City Equitable Fire Insurance Co. Ltd. (1924) 

Fact of the case: This case concerned various alleged frauds in relation to the 
accounts of the company. The most important of these with regard to auditing 
principles was that securities owned by the company were deposited with its stock 
brokers. The auditor accepted a certificate from the stock brokers in respect of such 
securities for a very material amount. Had they insisted on inspecting the securities, 
these could not have been produced as they had been pledged by the stock brokers. 
An additional complication was that the chairman of the company was also a 
partner in the firm of stock-brokers. 

The auditors escaped liability because the company had a clause in its articles, which 
provided that the directors, auditors and officers of the company should be 
indemnified by the company except in the case of willful default. 


Legal view: The importance of this case was that it demonstrated the importance of 
auditors’ actually inspecting documents of title held by third parties. Only where 
such documents are held by one of the major banks or are not very substantial and 
are held in the ordinary course of a business by another independent third party 
should the auditor accept a certificate. Moreover, if the auditor entertains the 
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slightest doubt of the desirability of accepting a certificate, it would always be wise 
to insist on actual inspection. 


. Case: Westminster Road Construction and Engineering Co. Ltd. (1932) 


Fact of the case: This case concerned misfeasance by the auditor of a company, 
which had subsequently gone into liquidation. The auditor was held to have been 
negligent for failing to detect the omission of liabilities from the balance sheet in 
circumstances where their omission should have been apparent, and for failing to 
detect the over-valuation of work-in-progress in circumstances where there was 
available evidence to have enabled him to do so. 

Legal view: This case again underlined the need for sound verification procedures 
and, with regard to the work-in-progress, underlined the need for the auditor to 
make use of all available records and information. 


. Case: S. P. Catterson and Sons Ltd. (1937) 


Fact of the case: In this case, the company had a poor system of dealing with sales in 
that the same invoice book was used for both cash sales and credit sales, this led to 
defalcations. The auditors had drawn the attention of the directors to the shortcom- 
ings of the system, but no action had been taken. The auditor was acquitted of 
negligence on the grounds that the primary responsibility for exercising control 
vested with the directors. 

Legal view: The auditors had reported about the weaknesses in the system rightly to 
the directors. This should now be done formally in internal control letters (letters of 
weaknesses). So, the auditor was not held liable. 


Case: Thomas Gerrand & Sons Ltd. (1967) 


Fact of the case: The accounts of this company had allegedly been manipulated in 
the following ways: 


(i) The stock figures were inflated. 
(ii) Purchases relating to the current period were charged in the succeeding period. 


(iii) Sales made after the accounting date were credited in the earlier period. The 
auditors were found liable for misfeasance in respect of dividends paid by the 
company where, had the accounts not been manipulated, no profits would have 
been available. The auditors’ negligence arose primarily from their failure to 
follow up the alternations of the purchase invoices. They had discovered the 
alterations, but accepted explanations too easily. 

Legal view: Two main conclusions can be drawn from this case: firstly, the need for 
sound audit tests on the year end cut-off procedures and secondly, the fact that once 
auditors have discovered suspicious circumstances. In this case the alteration of the 
dates on the invoices they have a duty to probe the matter thoroughly, and must not 
be easily satisfied by explanations provided by Directors or officers. 
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POINTS TO PONDER 


e As in case of a company, the ownership is separated from management it becomes 
essential for a company to appoint an independent and qualified auditor to verify and 
certify the truth and fairness of the financial statements. 

e Before commencing the actual audit work of a company, the auditor should go through 
certain preliminaries, which include ensuring whether his appointment is in order or not, 
inspecting the statutory books and documents, inspecting contracts with third parties, 
studying previous year’s balance sheet and audit report and studying of internal control 
system of the company. 

e While conducting audit of share capital transactions, the auditor has to ensure that the 
legal requirements have been duly complied with, to see that the issue of share is properly 
authorised and that there is no overissue beyond the prescribed limit, to check that the 
rights of the shareholders are duly protected and to ensure that the generally accepted 
accounting principles are followed while recording the transactions relating to issue. 

e Shares can be issued on consideration other than cash as issue of shares to the vendors or 
promoters or issue of shares to underwriters, issue of sweat equity shares etc. 

e Shares can be issued at par or at a discount or at a premium. There can be calls in arrear or 
calls in advance in case of issue of shares. Shares can be forfeited for non-payment of share 
call and forfeited shares can also be reissued. 

e Shares can be issued to the existing shareholders as right shares, to the employees under 
employees stock option scheme or even shares can be bought back form the shareholders. 

e A company limited by shares may issue preference shares, which are liable to be 
redeemed at the option of the company ona predetermined date. At present, no company 
limited by shares shall issue any preference shares, which are irredeemable or is 
redeemable after the expiry of a period of 20 years from the date of its issue. 

e A company having a share capital may alter its share capital and each alteration made 
should be noted in the memorandum and articles issued subsequent to the date of 
alteration. 

e A company can reduce its share also in a number of ways, which include reduction 
without the consent of the court and with the consent of the court. 

e Large-size companies often face the problem of frequent and large scale share transfer and 
there is every possibility of errors and mistakes taking place in the process for which the 
company appoints auditors for carrying out this special assignment. 

e Inaddition to shares, a company can issue debentures for procuring fund. Debentures can 
be issued at par, at a premium or at a discount. The debentures are redeemable after a 
certain period of time. A predetermined fixed rate of interest is payable on debentures 
irrespective of the fact that the company has been able to earn any profit or not. 

e Debentures may be issued to creditors, bankers or any other person, without receiving 
any cash thereon. It acts as a collateral security and becomes real debentures in the event 


of the default of the loan. 
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Accounting Standard 21 on ‘consolidated financial statements’ issued by the ICAI 
prescribes the principles to be followed by the holding companies in consolidating the 
balance sheet and profit and loss account with that of the financial statements of the 
subsidiaries. The auditor of a holding company has to see whether the financial 
statements of the holding company is consolidated with the financial statements of its 
subsidiaries by following the principles as prescribed in AS- 21. 

The profit earned during the pre-incorporation period is called ‘pre-incorporation profit’. 
Legally, this profit is not available for dividend, since a company cannot earn profit before 
it comes into existence. 

Every company shall keep at its registered office proper books of accounts as prescribed in 
Section 209 of the Companies Act. The books are usually to be kept at the registered office 
for at least last eight years. 


The special requirements of company audit include the verification of the constitution and 
power of the company and knowledge about the authority structure of the company. 
The provisions regarding the appointment of the auditors are contained in Section 224 of 
the Companies Act. The first auditors are usually appointed by the Board of Directors and 
subsequent auditors are appointed by the shareholders in the annual general meeting. In 
some cases, auditors are appointed by the central government or by passing a special 
resolution. 

Usually a retiring auditor shall be automatically reappointed by passing an ordinary 
resolution. An individual auditor cannot be the auditor of more than 20 companies at a 
time. The remuneration of the auditors is fixed by the appointing authority. 

The auditor of a company must be either a practicing chartered accountant or the holder 
of a certificate in erstwhile Part B States entitling him to act as an auditor of companies. 
An appointed auditor may be removed from his office either in accordance with the 
provisions of the Companies Act or as per restrictions imposed by the Chartered 
Accountants Act. 

The auditor of a company can be considered a servant of the company, an agent of the 
shareholders as well as an officer of the company. 


Rights of the company auditor includes right of access to books and vouchers, right to 
obtain information and explanations, right to visit branch offices and to receive branch 
audit report, right to receive notices to attend general meeting, right to sign audit report 
and right to receive remuneration. 

Duties of a company auditor include statutory duties, contractual duties, duty to have 
reasonable care and skill, duty regarding accounting standards and duty to the profession 
itself. 

The auditor is liable under the Companies Act, under the Chartered Accountants Act and 
under other special acts. He has civil liabilities as well as criminal liabilities. He is liable to 
third parties and to the article clerks. 
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REVIEW QUESTIONS 


Short-answer Questions 


1. 


Go 


a ol 


so 


Write short notes on: 

(a) Issue of shares at premium 

(b) Payment of interest out of capital 

(c) Reduction of share capital 
What are the points you will consider at the time of examining the issue of right shares? 
State how an auditor should outline the programme suitable for a share transfer audit. 
How will you examine the following items while auditing the accounts of a limited 
company? 

(a) Re-issue of forfeited shares 

(b) Profit prior to incorporation 
How are the first auditors of a limited company appointed? 


Explain in brief the legal provisions as well as the Schedule VI requirements regarding audi- 
tors’ remuneration. 


Describe the qualifications of an auditor according to the Chartered Accountants Act, 1949. 
Discuss the status of an auditor in the company. 
How will you examine the following items while auditing the accounts of a limited com- 
pany? 

(a) Redemption of preference shares 

(b) Forfeiture of shares 


State the circumstances when a person will be disqualified for being appointed as company 
auditor. 


. How is the auditor of a government company appointed? 


Discuss the auditors’ liability to third party? 


Essay-type Questions 


1. 


2. 


3: 


4. 
5. 


What are the steps to be taken by a statutory auditor before commencement of an audit of a 
company? 
Mention important items for which auditor would refer to each of the following: 

(a) Board’s meeting minutes book 

(b) Shareholders’ meeting minutes book 
What are the points to which you would direct your attention, while accepting an appoint- 
ment as an auditor of a company? State under what circumstances, an appointed auditor can 
be removed from his office? 
State clearly the rights and duties of an auditor. 
Under the Companies Act, an auditor may be held liable both for negligence and 
misfeasance. Do you agree? Give reasons for your answer. 


10. 
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. Under what circumstances, an auditor can be appointed by the following: 


(a) The Board of Directors 
(b) The shareholders 
(c) The central government 


. (a) Discuss the circumstances in which bonus shares can be issued by a company. 


(b) Enumerate the procedures to be followed 
(c) Explain the duties of the auditor in relation to the above 


. State the procedures an auditor should follow to verify the issue of share capital for the 


following. 

(a) Cash 

(b) Consideration other than cash 

(c) Employees as ‘sweat equity share’ 


. Explain the statements: 


(a) Information and means of information are by no means equivalent terms. 

(b) An auditor is liable for any damages sustained by a company by reason of falsification, 
which might have been discovered by exercise of reasonable care and skill in the per- 
formance of audit. 


Discuss the rights of lien of an auditor of a limited company. 
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ANNEXURE 


Schedule VI to the Companies Act, 1956 


Balance sheet of 
(here enter the date as at which the balance sheet is made out) 


Instructions in accordance 
with which liabilities should 
be made out 


“Terms of redemptionor 
conversior(if any) of any 
redeemablereferenceapi- 
talto bestatedtogethewith 
earliestiateof redemptioor 
conversion. 

Particularef anyoptionon 
unissueGharecapitato be 
specified. 

tParticularef thediferent 
classegf preferencshares 
tobegiven. 


+Specifythe sourcefrom 
which bonus shares are 
issuede.g. capitalisatioof 
profitsor reservesor from 
SharePremiumAccount. 


PART I—FORM OF BALANCE SHEET 


The balance sheet of a comapny shall be either in horizontal form or vertical form. 


A—Horizontal Form 
(here enter the name of the company) 


Liabilities 
Figures for Figures for 
the previous the current 
year Rs (b) year Rs (b) 
*Share Capital 


Authorised. share@fRs... 
each 
Tissueddistinguishirtget- 
weenthevariouslasse@f 
capital and stating the 
particularspecifiedelow 
in respecbf eachclass)... 
share@fRs...each. 

TSubscribe@iistinguishir 
betweerthevariouslasses: 
of capitaland statingthe 
particularspecifiedbelow 
in respecof eachclass)(c) 
... Share@fRs...eachRs... 
calledup. 

Of the aboveshares... 
sharesare allottecas fully 
paid-up pursuant to a 
contractwithoutpayments 
beingeceivethcash. 

Of the aboveshares... 
sharesare allottedas fully 
paid-upby way of bonus 
shares. 


Assets 
Figures for Figures for 
the previous the current 
year Rs (b) year Rs (b) 
*Fixed Assets 


Distinguishingas far as 


Instructions in accordance with which 
assets should be made out 


*Undereachheadthe originakost 


possibld@etweerexpenditurzand the additions thereto and 


upon(a) goodwill(b) land,(c) 
buildings(d) leasehold(e) 
railwaysidings/f) plantand 
machinery(g) furnitureand 
fittings, (h) develoomenodf 
property (i) patents, trade 

arks and designs, (j) 
ivestocland(k)vehiclesetc. 


deductiontherefronduringheyear 
andthetotaldepreciationritteroffor 
providedptotheendtotheyeartobe 
stated. 
Wheréheoriginatostaforesaidnd 
additionsand deductionsthereto, 
relateto any fixedassetwhichhas 
beenacquiredroma countrjoutside 
Indiaandin consequena#a change 
intherateofexchangatanytimeafter 
theacquisitioofsuchassettherehas 
beenan increas@r reductiom the 
liabilityof the companyas expressed 
in Indiarcurrencyormaking~ayment 
towardshewholeora partofthecost 
of the assetor for repaymendf the 
wholeora partof moneyborrowedy 
thecompanjfromanypersondirectly 
or indirectlyin any foreigncurrency 
specificallprthepurposefacquiring 
the assets(beingin eithercasethe 
liabilityexistingmmediatelyefordhe 
dateonwhichthechangen therateof 


Contd. 


Contd. 


tAny capital profit on TAdd: Forfeited shares 


reissueof forfeitedshares 
should be transferredto 
CapitaReserve 


*Additionsand deduction: 
sincdastbalancsheetobe 
shown,undereach of the 
specifietreads. 

Theword“fund'n relation 
to any“Reserve$houlcdbe 
used only where such 
Reserve is specifically 
representedy ear-marked 
investments. 


Less: Callsunpaid 

(i) By managinggentof 
secretaries and 
treasurerandwheréhe 
managing agent or 
secretaries and 
treasurerarea firm,by 
thepartnershereofand 


where the managing 


agenbr secratariesnd 


treasurerarea private 


company by the 
directoror membersf 
thatcompany 


(ii) Bydirectors. 
(iii) Byothers. 


(amountriginallpaid-up). 


*Reserves and Surplus 
1. CapitaReserves. 


2. CapitaRedemption 
Reserve. 


3. Shar@PremiunAccount 


(cc) 


4. Other reservesspeci- 


fyingthenatureof each 


reservaandtheamount 


inrespecthereof. 
Less: Debitbalanceain 
profitandlossaccountif 
any)(h) 

5. Surplusij.e. balancan 


profitandloss account 


after providingor pro- 


posedallocationsyam- 


ely— 
Dividend, bonus or 
reserves. 

6. Proposeddditionto 
reserves. 


7. Sinkingunds 
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exchangtakeseffect)theamounby 

whichtheliabilityis so increase@r 

reducedduringthe year shall be 

addedto, or as the casemaybe, 

deductedfrom the cost, and the 

amounarrivecat aftersuchaddition 
or deductioshallbetakerto be the 

cosiofthefixecasset. 

Explanation 1—Thisparagrapbhall 
applyin relationo allbalanceheets 
thatmaybemadeoutasatthe6thday 
of June,1966 or anyday thereafter 
andwhereatthedateof issueofthe 
notificatiooftheGovernmenflndia, 
in the Ministry of Industrial 
Developmerdnd CompanyAfairs 
(Departmendf CompanyAfairs), 
G.S.RNo,129,dateche3rddayof 
Januaryl 968 anybalanceheetjn 
relationto which this paragraph 
applieshasalreadybeenmadeout 
andlaidbeforéhecompanin Annual 
General Meeting, the adjustment 
referredo in thisparagrapmaybe 
made thebalancsheetmadeout 
aftertheissueofthesaidnotification. 

Explanation 2—In this paragraph, 
unlesshecontexdtherwiseequires, 
the expression&¥ateof exchange”, 
“foreign currency” and “Indian 
currency’shall have the meanings 
respectivelgssignedo themunder 
Sub-sectiof1 ) of Sectiom3Aof the 
Income-taXct, 1961 (43 of 1961), 
andExplanatidhandExplanaticBof 
the saidsub-sectioshall,as far as 
maybe, applyin relatiorto thesaid 
paragraplas theyapplyto the said 
Sub-sectiof1 ). 

Ineverycasewherdheoriginatost 
cannot be ascertained, without 
unreasonablexpens@r delay the 
valuatioshowrbythebookshalbe 
given. For the purposesof this 
paragraplsuchvaluatioshalbethe 
netamounatwhichanassestoodn 
the compang’ books at the 


Contd. 
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Contd. 


Secured Loans 

*1. Debentures 

*2. Loansandadvances 
frombanks. 

*3. Loansandadvances 
fromsubsidiaries. 

*4. Othetoansand 
advances. 


*Loangromdirectorsthe 
managing agents, secre- 
taries and treasurers, 
manageshouldbe showr 
separately 

Interesaccrueanddueon 
SecuredLoans shouldbe 
includedunderthe appro-: 
priatesub-headsinderthe 
headSecuretooans’ 


*Thenatureof thesecurity 
tobespecifieth eachcase. 


Where loans have been 
guaranteedby managiny 
agentssecretariesndtrea- 
surers, managers and/or 
directorsa mentiorihereo* 
shallalsobe madeandalso 
the aggregateamountof 
suchoansunderachhead. 


Tlerms of redemptioror 
conversiof(if any)of deben:: 
tures issuedto be statec 
togethewithearliestiateof 
redemptioar conversion. 


Unsecured Loans 
tLoangromdirectorsthe 1. Fixeddeposits. 


managing agents, secre- 


Investments 


Showing nature of 


t2. Loansand advances investmentsand mode of 


tariesandtreasurersnan- fromsubsidiaries. valuatiorforexampleostor 
ager should be showr +3. Short-terntoansand market value and 
separately i advances: distinguishirigetween 
Interesaccrueanddueon (a) FromBanks 1. Investment in 
UnsecureHoansshouldbe E h f Governmentor Trust 
included under the (o) Fremsiers. Securities 
appropriatsub-headsnder 4- Othetoansand 2. *Investmentin shares, 
theheadUnsecurekbans’. advances: debenturesor. bonds 
Where loans have been (a) FromBanks (showingeparatelgha- 


guaranteedby managiny 
agents, secretaries and 
treasurersnanagerand/or 
directorsa mentiorthereo* 
shallalsobe madeandalso 
the aggregateamount of 
suchoansunderachhead. 

*See note (d) at foot of 
Form. 


(b) Fromothers. 


res, fully paid-up and 
partly paid-upand also 
distinguishingedifferent 
classesof shares and 
showingalso in similar 
details investmentsin 

shares, debenturesor 


commencemerdf this Act after 
deductiowf the amountgreviously 
providedr writterofffordepreciation 
or diminutiom valueandwhereany 
suchasseis sold ,theamounof sale 
proceedshalbeshowrasdeduction. 


Whereumdavebeennritterof on 
areductioofcapitabrarevaluatioof 
assetseverybalaceshee(tafterthe 
firstbalanceheetsubsequerto the 
reductioorrevaluatioshalshowhe 
reducediguresandwiththe dateof 
the reduction placeof the original 
cost. 


Eachbalanceheeforthefirstfive 
yearssubsequentb the dateof the 
reductiorshallshowalsotheamount 
ofthereductiomade. 

Similarlywheresums have been 
addedby writingup theassetsevery 
balancesheetsubsequento such 
writingup shallshowthe increased 
figureswiththedateoftheincreasén 
placeoftheoriginatostEactbalance 
sheet for the first five years 
subsequento the dateof writingup 
shallalsoshowamounbf increase 
made. 

Explanation—Nothingontainedn 
the precedingwo paragraphshall 
apply to any adjustmenmade in 
accordance with the second 
paragraph. 


*Aggregataamountof company’ 
quoted investmentsand also the 
markevaluehereo$halbeshown. 

Aggregateamountof company’ 
unquotednvestmengshall also be 
shown. 


Alluntiliseamoniesutof theissue 
mustbe separatelyisclosedn the 
balance sheet of the company 
indicatinghe form in whichsuch 
unutilise€undshavebeennvested. 


Contd. 


Contd. 


Thename(spfsmalbscale 
industriaunder-taking(& 
whomthe companyowes 
any sum together with 
interesbutstandinfrmore 
than 30 days, are to be 
disclosed.* 


bondsof subsidiargom- 
panies. 

3. Immovablproperties. 

4. Investment the capital 
ofpartnershifrms. 

5. Balancefunutilised 
moniesaisedyissue. 


Current Liabilities and Current Assets, Loans and 


Provisions Advances 
(A) Current Liabilities (A) Current Assets 
1. Acceptances. 1. Interest accrued on 
2. Sundrgreditors. investments. 
(i) Totaloutstanding 2 Storesandspareparts. 
duesofsmalbcale 3. Loosdools. 


industrialinder +4. Stock-in-trade. 
A a *5, Works-in-progress. 
ji ndin 
i fe pian sl TBST GN ee 
ometnarsmal for a period exc- 
scaleindustrial A 
undertaking(s). eedingixmonths. 
3. Subsidiargompanies. (b) Oihenleiis. 
4. Advance payments arf ss Provision 
unexpirediscountfor (7A)Caskbalancenhand. 


the portionfor which *(7BBankbalance— 


value has still to be (a) withscheduled 
givene.g.in thecase banksand 
of thefollowinglasses (b) withothers. 


of companies— 
NewspapeFireinsur- 
ance, theatresclubs, 
banking, steamship 
companiestc. 

5. InvestoEducatioand 
ProtectiorFund shall 
be creditedby the 
following amounts 
namely— 

(a) Unpaidlividend; 

(b) Unpaidapplication 
moneyeceivedby 
the companiegor 
allotmenbf secu- 
rities and due for 
refund; 

(c) Unpaidnatured 
deposits; 

(d) Unpaidnatured 
debentures; 
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+Modepf valuatiowf stockshallbe 
statedandthe amounin respecbf 
raw materialshall also be stated 
separatelwherepracticable. 

**Modeof valuationof worksin 
progresshalbestated. 
Inregardosundmebtorparticulars 
tobegiverseparatelgf— 
(a) debts consideredood and in 


(a) Debts outstandin9 respecbf whichthecompanie fully 


securedand (b) debtsconsidered 
goodforwhichthecompanfoldmo 
securityother than the debtors’ 
personalsecurity;and (c) debts 
consideredoubtfubrbad. 

Debts due by directorsor other 
officersofthecompangranyofthem 
eitheseverallprjointlwithanyother 
persorordebtaluebyfirmsorprivate 
companiesespectiveliy whichany 
directois a partnepra directoora 
membeto beseparatelgtated. 

Debtsdue from other companies 
underthe samemanagememiithin 
the meaningf Sub-sectio B) of 
Sectior870,to bedisclosewiththe 
namegsfthecompanies. 

The maximumamount due by 
directorsor other oficers of the 
compangtanytimeduringheyearto 
beshowrbywayofa note. 

Theprovisiong$o be shownunder 
this head shouldnot exceedthe 
amount of debts stated to be 
consideredoubtfubr badandany 
surplusof suchprovisionif already 
createdshouldbe shownat every 
closingindefReserveandSurplus” 
(in the Liabilitiesside) under a 
separate sub-head “Reserve for 
Doubtfubr BadDebts”. 


Contd. 


Contd. 
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(e) Interesaccruedn 
(a)to(b)above 
6. Othetiabilitiegifany). 


7. Interestaccruedbut 
notdueonloans. 


B. Provisions 
8. Provisiofortaxation. 
9. Proposedividends. 

10. Forcontingenecies. 

11. For provident fund 
scheme. 

12. Forinsuranc@ension 
andsimilastaf benefit 
schemes. 

13. Otheiprovisions. 

A footnoteto the balance 
sheemaybeaddedoshow 
separately— 


*Theperiodfor whichthe 
dividendarein arreanor if 
thereis morethanoneclass 
of sharesthe dividendgn 
eachsuctclassareinarrear 
shalbestated. 


Theamounghallbestated 


beforededcutionf income- 


tax,excepthatinthecaseof 
tax-free dividends the 
amounghallbe showrfree 
of income-taand the fact 
thatit is so shownshallbe 
stated. 


*““The amount of any 
guaranteesgiven by the 
company on behalf of 
directorgr otherofficersof 
thecompanghallbe stated 
and wherepracticablahe 
generahatureandamoundf 
eachsuchcontingentifability 
if material,shall also be 
specified. 


1. Claim against the 
companyotacknow- 
ledgecsdebts. 


2. Uncalledliability on 


sharegspartlypaid. 


3. *Arrearsffixedcumu- 


lativedividends. 


4. Estimated@mountaf 


contractsemainintp 

beexecutedncapital 
accounfand not pro- 
videdor 


5. **Other money for 


whichthe companys 
contingentliable. 


#(B) Loans And Advances 
8.(a)Advancesand loansto 
subsidiaries. 

(b) Advanceasandloansto 
partbership firms in 
whichthe companyor 
anyof its subsidiaries 
apartner 

9. Billsofexchange. 


10. Advancesecoverabia 
cashor in kind or for 


value to be received. 


e.g.,rates,taxes,insu- 
ranceetc. 


11. Balances on current 


*In regard to bank balances. 
particular begiverseparatelgf— 
(a)thebalancesyingwithscheduled 
banks on current accounts, call 
accountsanddeposiaccounts; 


(b) the namesof the bankersother 
thanscheduledanksandthebalance 
lying with each such banker on current 
accounts¢all accountsand deposit 
accountsandthe maximunamount 
outstandinatanytimeduringheyear 
fromeachsuchbankeand 
(c)thenatureoftheinterestif any of 
any directoror his relativeor the 
managingagent, secretariesand 
treasurersof any associateof the 
latteineachofthebankergothethan 
ScheduleBanks)referredo in (b) 
above. 


Allunutilisechoniesutoftheissue 
mustbe separatelwgisclosedn the 
Balance Sheet of the company 


accountwith managing indicatinghe form in which such 
agents or secretaries unutilise€undshavebeerinvested. 


andtreasurers. 


12. Balancesvithcustoms, 
port trust, etc. (where 
payablendemand). 


Miscellaneous Expenditure 


(totheextenhotwritteroffor 
adjusted) 
1. Preliminargxpenses. 
2. Expensecludingom- 
missioror brokeragen 
underwritingr subscri- 
ptionof sharesor debe- 
ntures. 


4. Interest paid out of 
capital during cons- 
tructior(alsostatinghe 
rateofinterest). 

5. Development expen- 
diturenotadjusted. 


6. Otheritems(specifying 


nature). 
*Profit and Loss Account 


#Theaboveinstructionsegarding 
‘SundrDebtorsapplyto ‘Loansand 
Advancesailso. 


*Showmerehedebibalancefprofit 
andlossaccountarriedorwarafter 
deduction of the uncommitted 
reservesf any 
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Notes 


General Instructions for Preparation of Balance Sheet 


(a) 


(b) 
(c) 


(d) 
(e) 
£ 
(8) 
(h) 
(i) 
(j) 


(k) 
(1) 


(m) 


(n) 


The information required to be given under any of the items or sub-items in this form, if it cannot be 
conveniently included in the balance sheet itself, shall be furnished in a separate Schedule or 
Schedules to be annexed to and to form part of the balance sheet. This is recommended when items are 
numerous. 


Naye Paise can also be given in addition to Rupees, if desired. 


In the case of subsidiary companies the number of shares held by the holding company as well as by 
the ultimate holding company and its subsidiaries must be separately stated. 


The auditor is not required to certify the corrections of such shareholdings as certified by the 
management 


The item “Share Premium Account” shall include details of its utilisation in the manner provided in 
section 78 in the year of utilisation. 


Short-term loans will include those which are due for not more than one year as at the date of the 
balance sheet. 


Depreciation written off or provided shall be allocated under the different asset heads and deducted in 
arriving at the value of fixed assets. 


Dividends declared by subsidiary companies after the date of the balance sheet should not be included 
unless they are in respect of period which closed on or before the date of the balance sheet. 


Any reference to benefits expected from contracts to the extent shall not be made in the balance sheet 
but shall be made in the Board’s report. 


The debit balance in the profit and loss account shall be shown as a deduction from the uncommitted 
reserves, if any. 


As regards Loans and Advances, amounts due by the managing agents or secretaries and treasurers, 
either severally or jointly with any other persons, to be separately stated; the amounts due from other 
companies under the same management within the meaning of sub-section (1B) of section 370 should 
also be given with the names of the companies; the maximum amount due from every one of these at 
any time during the year must be shown. 


Particulars of any redeemed debentures which the company has power to issue should be given. 


Where any of the company’s debentures are held by nominee or a trustee for the company, the 
nominal amount of the debentures and the amount at which they are stated in the books of the 
company shall be stated. 


A statement of investments (whether shown under “Investment” or under “Current Assets” as stock- 
in trade) separately classifying trade investments and other investments should be annexed to the 
balance sheet showing the names of the bodies corporate (including separately the names of the bodies 
corporate under the same management) in whose shares or debentures, investments have been made 
(including all investments, whether existing or not, made subsequent to the date as at which the 
previous balance sheet was made out) and the nature and extent of the investment so made in each 
such body corporate; provided that in the case of an investment company, that is to say, a company 
whose principal business is the acquisition of shares, stock, debentures or other securities, it shall be 
sufficient if the statement shows only the investments existing on the date as at which the balance 
sheet has been made out. In regard to the investments in the capital of partnership firms, the names of 
the firms (with the names of all their partners, total capital and the shares of each partner), shall be 
given in the statement. 

If, in the opinion of the Board, any of the current assests, loans and advances have not a value on 
realisation in the ordinary course of business at least equal to the amount at which they are stated, the 
fact that the Board is of that opinion shall be stated. 
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(0) Except in the case of the first balance sheet laid before the company after the commencement of the Act, 
the corresponding amounts for the immediately preceding financial year for all items shown in the 
balance sheet shall be also given in the balance sheet. The requirement in this behalf shall, in the case 
of companies preparing quarterly or half-yearly accounts, etc. relate to the balance sheet for the 
corresponding date in the previous year. 


(p) The amounts to be shown under sundry debtors shall include the amounts due in respect of goods sold 
or services rendered or in respect of other contractual obligations but shall not include the amounts 
which are in the nature of loans or advances. 


(q) Current accounts with directors, managing agents, secretaries and treasurers and manager, whether 
they are in credit, or debit, shall be shown separately. 


(r) A small-scale industrial undertaking has the same meaning as assigned to it under clause (j) of Section 
3 of the Industries (Development and Regulation) Act, 1951. 


B—Vertical Form 


Name of the company ......... 
Balance Sheet as at ......... 


Schedule No. Figures as at the endof Figures as at the end of 
current financial year previous financial year 


(1) (2) (3) (4) (5) 
| Sources of Funds 
1. Shareholderfsinds 
Capta pe cccesnc bC 
(b)ReserveandsurpluS ha aeeeeeetteee tenet eeeteatees 
PB lboemUMeS protic 
(SECURES ft aea = | a 
(b)Wnsecuretbans:= 7 9 0)/ eee | ees 
TOTALS | em eco a E ceee 
Il Application of Funds 
1. Fixecassets 
(RGSS 910 Ka (re 
(0 Lessdlepreciaton ff a S tno gppoanon 
(CiNeblock T PR ie AS Ea aa E 
(d)Capitawork-in-progreSS —aaaeeeeeeeeeee teeta aateeee es 
2 investments a E  eceeeceeeees |) bngeeeeeneD 
3.CurrenéassetsloansandadvanceS i eatetteees 
(a)Inventories | 
(oySumelaeloonrS ff a aaa E | O aaia 
(c)Cashandbankbalances ol aeae O O er 
(djOthecurrenássets - = 0 o a O a eea l o aa 
(e)Loansndadvances = aaaeeeaa aaa ateeeeee es 
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Contd. 
eS ae 
Current liabilities and provisions 
(a)Liabilities cette 
(ES) FOS TCO SS (|e oy) (reer 
Net current assets vette 
4. (a)Miscellaneous expenditure to the extent 
MO LWT TOMO Tcl] US TS d a (ee 
(o\Profzmelossccoum £4 J | creesssocmmos | — nontensenpoande 


TOTAL) ee eel), ee ee 


Notes 


1. Details under each of the above items shall be given in separate Schedules. The Schedules shall 
incorporate all the information required to be given under A—Horizontal Form read with notes 
containing general instruction for preparation of balance sheet. 

2. The Schedules, referred to above, accounting policies and explanatory notes that may be attached shall 
form an integral part of the balance sheet. 

3. The figures in the balance sheet may be rounded off as under:— 


Where the turnover of the company Round off permissible 
in any financial year is: 
(i) less than one hundred crore rupees to the nearest hundreds or thousands, or 
decimals thereof. 
(ii) one hundred crore rupees or more but to the nearest hundreds or thousands, lakhs 
less than five hundred crore rupees or million, or decimals thereo. 


4. A footnote to the balance sheet may be added to show separately contingent liabilities. 


PART II 


Requirements as to Profit and Loss Account 


1. The provisions of this Part shall apply to the income and expenditure account referred to in Sub- 
section (2) of Section 210 of the Act, in like manner as they apply to a profit and loss account, but 
subject to the modification of references as specified in that sub-section. 

2. The profit and loss account- 


(a) shall be so made out as clearly to disclose the result of the working of the company during the 
period covered by the account; and 

(b) shall disclose every feature, incuding credits or, receipts and debits or expenses in respect of non- 
recurring transactions or transactions of an exceptional nature. 

3. The profit and loss account shall set out the various items relating to the income and expenditure of the 
company arranged under the most convenient heads and in particular, shall disclose the following 
information in respect of the period covered by the account:— 

(i) (a) The turnover, that is, the aggregate amount for which sales are effected by the company, giving 
the amount of sales in respect of each class of goods dealt with by the company and indicating the 
quantities of such sales for each class separately. 
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(b) Commission paid to sole selling agents within the meaning of Section 294 of the act. 
(c) Commission paid to other selling agents. 
(d) Brokerage and discount on sales, other than the usual trade discount. 

(ii) (a) In the case of manufacturing companies— 


1. The value of the raw materials consumed, giving item-wise break-up and indicating the 
quantities thereof. In this break-up, as far as possible, all important basic raw materials shall 
be shown as separate items. The intermediates or components procured from other 
manufacturers may, if their list is too large to be included in the break-up, be grouped under 
suitable headings without mentioning the quantities, provided all those items which in value 
individually account for 10 per cent or more of the total value of the raw material consumed 
shall be shown as separate and distinct items with quantities thereof in the break-up. 


2. The opening and closing stocks of goods produced, giving break-up in respect of each class of 
goods and indicating the quantities thereof. 


(b) In the case of trading companies, the purchases made and the opening and closing stocks, giving 
break-up in respect of each class of goods traded in by the company and indicating the quantities 
thereof. 


(c) Inthe case of companies rendering or supplying services, the gross income derived from services 
rendered or supplied. 


(d) In the case of a company, which falls under more than one of the categories mentioned in (a), (b) 
and (c) above, it shall be sufficient compliance with the requirements herein if the total amounts 
are shown in respect of the opening and closing stocks, purchases, sales and consumption of raw 
material with value and quantitative break-up and the gross income from services rendered is 
shown. 


(e) In the case of other companies, the gross income derived under different heads. 


Note 1—The quantities of raw materials, purchases, stocks and the turnover, shall be expressed in 
quantitative denomination in which these are normally purchased or sold in the market. 

Note 2—For the purpose of items (ii)(a), (ii)(b), and (ii)(d), the items for which the company is holding 
separate industrial licences, shall be treated as separate classes of goods, but where a company has more than 
one industrial licence for production of the same item at different places or for expansion of the licensed 
capacity, the item covered by all such licences shall be treated as one class. In the case of trading companies, 
the imported items shall be classified in accordance with the classification adopted by the Chief Controller of 
Imports and Exports in granting the import licences. 


Note 3—In giving the break-up of purchases, stocks and turnover, items like spare parts and accessories, 
the list of which is too large to be included in the break-up, may be grouped under suitable headings without 
quantities, provided all those items, which in value individually account for 10 per cent or more or the total 
value of the purchases, stocks, or turnover, as the case may be, are shown as separate and distinct items with 
quantities thereof in the break-up. 

(iii) In the case of all concerns having works-in-progress, the amounts for which such have been 
completed at the commencement and at the end of the accounting period. 

(iv) The amount provided for depreciation, renewals or diminution in value of fixed assets. 
If such provision is not made by means of a depreciation charge, the method adopted for making 
such provision. 
If no provision is made for depreciation, the fact that no provision has been made shall be stated 
and the quantum of arrears of depreciation computed in accordance with Section 205(2) of the 
Act shall be disclosed by way of a note. 

(v) The amount of interest on the company’s debentures and other fixed loans, that is to say, loans 
for fixed periods, stating separately the amount of interest, if any, paid or payable to the 
managing director, the managing agent, the secretaries and treasurers and the manager, if any. 


Company Audit Q 


(vi) The amount of charge for Indian incom-tax and other Indian taxation on profits, including, 
where practicable, with Indian income-tax any taxation imposed elsewhere to the extent of the 
relief, if any, from Indian income-tax and distinguishing, where practicable, between income-tax 
and other taxation. 


(vii) The amounts reserved for— 


(a) 
(b) 
(viii) (a) 


(b) 
Gx) (a) 


(b) 


repayment of share capital and 

repayment of loans. 

The aggregate, if material, of any amounts set aside or proposed to be set aside, to reserves, 
but not including provisions made to meet any specific liability, contingency or commitment 
known to exist at the date as at which the balance sheet is made up. 

The aggregate, if material, of any amounts withdrawn from such reserves. 

The aggregate, if material, of the amounts set aside to provisions made for meeting specific 
liabilities, contingencies or commitments. 

The aggregate, if material, of the amounts withdrawn from such provisions, as no longer 
required. 


(x) Expenditure incurred on each of the following items, separately for each item— 


(a) 
(b) 
(c) 
(d) 
(e) 
(f) 


(g) 
(h) 
(i) 


(xi) (a) 


(b) 
(c) 


(xii) (a) 


(b) 


Consumption of stores and spare parts. 

Power and fuel. 

Rent. 

Repairs to buildings. 

Repairs to machinery. 

(1) Salaries, wages and bonus 

(2) Contribution to provident and other funds. 

(3) Workmen and staff welfare expenses to the extent not adjusted from any previous 
provision or reserve. 
Note—Information in respect of this item should also be given in the balance sheet under 
the relevant provision or reserve account. 

Insurance. 

Rates and taxes, excluding taxes on income. 

Miscellaneous expenses. 

Provided that any item under which the expenses exceed 1 per cent of the total revenue of the 

company or Rs. 5,000, whichever is higher, shall be shown as a separate and distinct item 

against an account head in the profit and loss account and shall not be combined with any 

other item to be shown under ‘Miscellaneous expenses’. 

The amount of income from investments, distinguishing between trade investments and 

other investments. 

Other income by way of interest, specifying the nature of the income. 

The amount of income-tax deducted if the gross income is stated under sub-paragraphs (a) 

and (b) above. 

Profits or losses on investments showing distinctly the extent of the profits or losses earned or 

incurred on account of membership of a partnership firm to the extent not adjusted from any 

previous provision or reserve. 

Note—Information in respect of this item should also be given in the balance sheet under the 

relevant provision or reserve account. 

Profits or losses in respect of transactions of a kind, not usually undertaken by the company 

or undertaken in circumstances of an exceptional or non-recurring nature, if material in 

amount. 
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4A. 


4B. 


4C. 


(c) Miscellaneous income. 

(xiii) (a) Dividends from subsdiary companies. 
(b) Provisions for losses of subsidiary companies. 

(xiv) The aggregate amount of the dividends paid, and proposed and stating whether such amounts 
are subject to deduction of income-tax or not. 

(xv) Amount, if material, by which any items shown in the profits and loss account are affected by any 
change in the basis of accounting. 

The profit and loss account shall also contain or give by way of a note detailed information, showing 

seperately the following payments provided or made during the financial year to the directors 

(including managing directors), the managing agents, secretaries and treasurers or manager, if any, by 

the company, the subsidiaries of the company and any other person— 

(i) managerial remuneration under Section 198 of the Act paid or payable during the financial year 
to the directors (including managing directors), the managing agent, secretaries and treasurers 
or manager, if any; 

(ii) expenses reimbursed to the managing agent under Section 354; 

(iii) commission or other remuneration payable separately to a managing agent or his associate 
under Section 356, 357 and 358; 

(iv) commission received or receivable under Section 359 of the Act by the managing agent or his 
associate as selling or buying agent of other concerns in respect of contracts entered into by such 
concerns with the company; 

(v) the money value of the contracts for the sale or purchase of goods and materials or supply of 
services, entered into by the company with the managing agent or his associate under Section 360 
during the financial year; 

(vi) other allowances and commission including guarantee commission (details to be given); 

(vii) any other perquisites or benefits in cash or in kind (stating approximate money value where 
practicable; 


(viii) pensions, etc.— 


(a) pensions, 

(b) gratuities, 

(c) payments from provident funds, in excess of own subscriptions and interest thereon. 
(d) compensation for loss of office. 

(e) consideration in connection with retirement from office. 


The profit and loss account shall contain or give by way of a note a statement showing the 
computation of net profits in accordance with Section 349 of the Act with relevant details of the 
calculation of the commissions payable by way of percentage of such profits to the directors (including 
managing directors), the managing agents, secretaries and treasurers or manager (if any). 


The profit and loss account shall further contain or give by way of a note detailed information in 
regard to amounts paid to the author, whether as fees, expenses or otherwise for services rendered— 


(a) as auditor; 
(b) as adviser, or in any other capacity, in respect of: 
(i) taxation matters; 
(ii) company law matters; 
(iii) management services; and 
(c) in any other manner. 


In the case of manufacturing companies, the profit and loss account shall also contain, by way of a note 
in respect of each class of goods manufactured, detailed quantitative information in regard to the 
following, namely 


(a) 
(b) 
(c) 
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the licensed capacity (where licence is in force); 
the installed capacity and 
the actual production. 


Note 1—The licensed capacity and installed capacity of the company as on the last date of the year to 
which the profit and loss account relates, shall be mentioned against items (a) and (b) above, respectively. 


Note 2—Against item (c), the actual production in respect of the finished products meant for sale shall be 


mentioned. 


In cases where semi-processed products are also sold by the company, separate details thereof 


shall be given. 


Note 3—For the purposes of this paragraph, the items for which the company is holding separate 
industrial licences shall be treated as separate classes of goods but where a company has more than one 
industrial licence for production of the same item at different places or for expansion of the licensed capacity, 
the item covered by all such licences shall be treated as one class. 


4D. The profit and loss account shall also contain by way of a note the following information, namely— 


(a) 
(b) 
(c) 


(d) 


(e) 


value of imports calculated on CIF basis by the company during the financial year in respect of (i) 
raw materials; (ii) components and spare parts; (iii) capital goods; 

expenditure in foreign currency during the financial year on account of royalty, know-how, 
professional consultation fees, interest, and other matters; 


value of all imported raw materials, spare parts and components consumed during the financial 
year and the value of all indigenous raw materials, spare parts and components similarly 
consumed and the percentage of each to the total consumption; 


the amount remitted during the year in foreign currencies on account of dividends with a specific 
mention of the number of non-resident shareholders, the number of shares held by them on 
which the dividends were due and the year of which the dividends related; 


earnings in foreign exchange classified under the following heads, namely: 
(i) export of goods calculated on FOB basis; 
(ii) royalty, know-how, professional and consultation fees; 


(iii) interest and dividend; 
(iv) other income, indicating the nature thereof. 


5. The central government may direct that a company shall not be obliged to show the amount set aside 
to provisions other than those relating to depreciation, renewal or diminution in value of assets, if the 
central government is satisfied that the information should not be disclosed in the public interest and 
would prejudice the company, but subject to the condition that in any heading stating an amount 
arrived at after taking into account the amount set aside as such, the provision shall be so framed or 
marked as to indicate that fact. 


6. (1) 


(2) 


Except in the case of the first profit and loss account laid before the company after the 
commencement of the act, the corresponding amounts for the immediately preceding financial 
year for all items shown in the profit and loss account shall also be given in the profit and loss 
account. 

The requirement in sub-clause (1) shall, in the case of companies preparing quarterly or half- 
yearly accounts, relate to the profit and loss account for the period which entered on the 
corresponding date of the previous year. 
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PART III 


Interpretation 


7.(1) For the purposes of Parts I and II of this Schedule, unless the context otherwise requires: 


(a) 


(b) 


(c) 


the expression "provision" shall, subject to Sub-clause (2) of this clause, mean any amount written 
off or retained by way of providing for depreciation, renewals or diminution in value of assets, or 
retained by way of providing for any known liability of which the amount cannot be determined 
with substantial accuracy; 

the expression "reserve" shall not, subject as aforesaid, include any amount written off or 
retained by way of providing for depreciation, renewals or diminution in value of assets or 
retained by way of providing for any known liability; 

the expression "capital reserve" shall not include any amount regarded as free for distribution 
through the profit and loss account; and the expression “revenue reserve” shall mean any 
reserve other than a capital reserve; 


and in this sub-clause the expression "liability" shall include all liabilities in respect of expenditure contracted 
for and all disputed or contingent liabilities. 


(2) Where— 


(a) 


(b) 


any amount written off or retained by way of providing for depreciation, renewals or diminution 
in value of assets, not being an amount written off in relation to fixed assets before the 
commencement of this Act; or 


any amount retained by way of providing for any known liability; 


is in excess of the amount which in the opinion of the directors is reasonably necessary for the purpose, the 
excess shall be treated for the purposes of this Schedule as a reserve and not as a provision. 


8. For the purposes aforesaid, the expression “quoted investment” means an investment in respect 
which there has been granted a quotation or permission to deal on a recognised stock exchange and of 
the expression “unquoted investment” shall be construed accordingly. 


PART IV 


Balance Sheet Abstract and Company's General Business Profile 


I. Registration Details 


Registration No. State Code (Refer Code List) 


Balance Sheet Date 


Date Month Year 


II. Capital Raised During the Year (Amount in Rs. Thousands) 


Public Issue Right Issue 


Bonus Issue Private Placement 
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HI. Position of Mobilisation and Deployment of Funds (Amount in Rs Thousands) 


Total Liabilities Total Assets 


Sources of Funds 


Paid-up Capital Reserves & Surplus 
Secured Loans Unsercured Loans 
Application of Funds 
Net Fixed Assets Investments 
Net Current Assets Misc. Expenditure 


Accumulated Losses 


IV. Performance of Company (Amount in Rs Thousands) 


Turnover Total Expenditure 


+ = Profit / Loss Before Tax + = Profit /Loss After Tax 


(Please tick appropriate Box + for Profit, - for Loss) 


Earning per Share in Rs Dividend Rate % 


V. General Names of Three Principal Products.Services of Company (as per monetary terms) 


Item Code No. (ITC Code) 


Product Description 
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Item Code No. (ITC Code) 


Product Description 


Item Code No. (ITC Code) 


Product Description 


Note: For ITC Code of Products please refer to the publication Indian Trade Classfication based on 
harmonised commodity description and coding system by Ministry of Commerce, Directorate General of 
Commercial Integence & Statistics, Calcutta-700 001. 


Code List: State Codes 


State Code State Name State Code State Name State Code State Name 
01 Andhr®æradesh 02 Assam 03 Bihar 
04 Gujarat 05 Haryana 06 Himach®radesh 
07 Jammt& Kashmir 08 Karnataka 09 Kerala 
10 Madhy#radesh 11 Maharashtra 12 Manipur 
13 Meghalaya 14 Nagaland 15 Orissa 
16 Punjab a Rajasthan 18 TamilNadu 
20 UttarPradesh 21 WesBengal 22 Sikkim 
23 Arunach&radesh 24 Goa 52 Andamatslands 
53 Chandigarh 54 Dadrdslands 55 Delhi 
56 Damaré& Diu 57 Lakshadweep 58 Mizoram 


59 Pondicherry 
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10.1 MEANING OF DIVISIBLE PROFIT 


The portion of profit, which can legally be distributed to the shareholders of the company 
by way of dividend, is called the ‘divisible profit’. 

The term ‘divisible profit’ has nowhere been defined in the Companies Act, neither the 
act states what is meant by ‘profit’. Only Section 205 of the act lays down that no dividend 
can be declared or paid by a company except out of current profits or past undistributed 
profits or both, arrived at after providing for depreciation or money provided by the gov- 
ernment for payment of dividend in pursuance of a guarantee given by the government. 


10.2 MEANING OF DIVIDEND 


The dictionary meaning of ‘dividend’ is “sum payable as interest on loan or as profit of a 
company to the creditors of an insolvent’s estate or an individual’s share of it.” But in com- 
mercial usage, however, dividend is the share of the company’s profit distributed among 
the members. So, corporate earnings and profits not retained in the business and distrib- 
uted among the shareholders is known as dividend. The term ‘dividend’ is also used to 
include distribution of the company’s assets, in cash or in specie, which remain with the 
liquidator after he has realised all the assets and discharged all the liabilities, in the event of 
its winding up. 

In Commissioner of Income Tax vs Girdhar Das & Co. (P) Ltd. 1967 case, the Supreme 
Court defined the expression ‘Dividend’ as follows: 

“As applied to a company which is a going concern, it ordinarily means the portion of 
the profit of the company which is allocated to the holders of shares in the company. In case 
of winding up, it means a division of the realised assets among creditors and contributories 
according to their respective rights.” 

Before introduction of Sub-section (14A) in Section 2 of the Companies Act, the term 
was not defined. At present, according to this section, dividend includes any interim divi- 
dend. This definition assumes that the term should be understood only in its commercial 
sense. 


The Institute of Chartered Accountants of India has defined dividend in its Guidance 
Notes on Terms used in Financial Statements as “a distribution to shareholders out of profits 
or reserves available for this purpose”. 


10.3 CONCEPT OF PROFIT 


The main objective of any business organisation is profit, but the term ‘profit’ does not have 
any exact meaning in the accountant’s language. Profit may be defined “as the increase in 
the net value of assets of a business over their net value at the commencement of a given 
period which has arisen other than by capital adjustment”. 

According to the viewpoint expressed by the court in the case Spanish Prospecting Co. 
Ltd. (1911), “the profit of an enterprise can be ascertained by computing the market value of 
its net assets at two accounting dates. The increase or decrease in the net worth is the profit 
or loss for the intervening period”. 
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The Institute of Chartered Accountants of India has defined ‘profit’ in its Guidance 
Notes on Terms used in Financial Statements as “the excess of revenue over related costs”. 


10.4 PROFIT VS DIVISIBLE PROFIT 


All the profits of a company cannot be said to be divisible. Only those portions of the profit, 
which can be legally distributed to the shareholders of the company in the form of divi- 
dends, are called as divisible profits. A number of factors are required to be considered for 
the determination of divisible profit. Out of different important factors, the following four 
considerations govern the determination of divisible profit to a great extent: 

e Accounting principles 

e Provisions of the Companies Act 

e Provisions of the Memorandum and Articles of Association 

e Legal judgments 


10.5 PRINCIPAL DETERMINANTS OF DIVISIBLE PROFIT 


Several matters influence the determination of divisible profits. These arise from the provi- 
sions of law, case laws, provisions in the articles of association of the company and the prin- 
ciples and policies involved in the determination of true and fair amount of profit. 

Section 205 of the Companies Act contains provisions relating to declaration of divi- 
dend and ascertainment of divisible profit. There are also certain provisions elsewhere in 
the act connected with the question of divisible profit. All these provisions are stated in the 
following paragraphs. 


1. Profit after providing for depreciation 
Dividend can be paid by a company only out of current profits and past profits remaining 
undistributed, both arrived at after providing for depreciation in accordance with the pro- 
visions of the Companies Act. However, the central government may, if it thinks necessary 
to do so in the public interest, allow any company to declare or pay dividend for any 
financial year out of the profits of the company for that year or any previous financial year 
or years without providing for depreciation. 
As to how much depreciation should be provided for determining the divisible profit, 
Section 205(2) provides that depreciation must be provided in any of the following ways: 
(a) To the extent specified in Section 350 
(b) In respect of each item of depreciable asset, for such an amount as is arrived at by 
dividing 95% of the original cost by the specified period 
(c) Onany other basis approved by the central government by which 95% of the original 
cost of each such depreciable asset can be written off on the expiry of the specified 
period 
(d) In respect of other depreciable assets for which no rate of depreciation has been laid 
down by the act or the rules made there under, on such basis as may be approved by 
the central government by general or special order 
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2. Grant by the government 
Dividend can also be paid out of money made available by the central or state government 
for the payment of dividend in pursuance of a guarantee given by the government. 


3 Arrear depreciation 

If there is any arrear depreciation is respect of past years, it must be provided for out of 
current or past profits, before paying dividend for any financial year. In other words, where 
a company has not provided for depreciation for any financial year after the commence- 
ment of the Companies (Amendment) Act, 1960, this should be done before any dividend is 
declared. Such arrears of depreciation may be provided out of current profits or the profits 
of the previous financial years, remaining undistributed. 


4. Past losses 
Any past loss of the company must be set off against current or past profits or on both to the 
extent required by the Companies Act, before paying dividend for any financial year. 
Where a company has incurred any loss in any previous financial year or years falling after 
the commencement of the Companies (Amendment) Act, 1960, then the lower of the fol- 
lowing two amounts should be set off: 
e The amount of the loss 
e The amount of depreciation provided for that year or those years. 
The amount should be set off against the following. 
(i) The profits of the company for the year for which dividends are proposed to be de- 
clared or paid, or 
(ii) The profits of the company for any previous financial year or years arrived at after 
providing for depreciation 
(iii) Both (i) and (ii) mentioned above. 


5. Exemption from depreciation 
The central government may in the public interest allow any company to pay dividend out 
of current or past profits without making provisions for depreciation. 


6. Transfer of profits to reserves 

The current profit of a company arrived at after providing for depreciation can be applied 
for the payment of dividend only after transferring to reserves such a percentage of profit 
not exceeding 10% as may be prescribed by the central government. 

After the commencement of the Companies (Amendment) Act, 1974 a company is 
required to transfer a prescribed percentage of its profit to its reserves before declaring 
dividend. However, there is no bar on a company to voluntarily transfer a higher 
percentage of its profits to the reserves in accordance with such rules as may be made by the 
central government in this context. 

Table 10.1 depicts the prescribed rates of profit to be transferred to reserve according to 
the Transfer to Reserve Rules, 1984 as framed by the central government: 
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Wits i) Prescribed rates of profit to be transferred to reserves 


Rate of proposed dividend Amount to be transferred to reserves 
Exceeding0%butnot12.5% Notlessthan2.5%ofcurrenprofit 
Exceeding2.5%butnot15% Notlessthan5%ofcurrenprofit 
Exceeding5%butnot20% Notlessthan7.5%ofcurrenprofit 
Exceeding0% Notlessthanl O%ofcurrenprofit 


However, no amount is required to be transferred to reserves, where the rate of pro- 
posed dividend is 10% or less. 


7. Dividend from reserves 


Dividend can be paid out of the accumulated past profits of a company kept in reserves in 
accordance with the rules framed by the central government in this regard or with the pre- 
vious approval of the central government: Section 328(3). Section 205(3) inserted by the 
Companies Act, 1974 requires that dividend can be declared out of reserves only in accord- 
ance with the rules framed by the central government in this behalf. However, where a 
company wishes to declare a dividend otherwise than as per these rules, it may do so with 
the prior approval of the central government. The credit balance, if any, showcased in the 
profit and loss account will be available for declaration of dividend without restriction if 
such balance was carried after charging depreciation, tax etc. in the previous year(s). 

The rules framed by the central government in this regard provide that in the event of 
absence or inadequacy of profits in any year, dividend may be declared by the company out 
of accumulated past profits provided the following conditions are satisfied: 

(a) The rate of dividend declared does not exceed the average of the rates at which divi- 
dend was declared by it in the five years immediately preceding that year or 10% of 
its paid-up capital, whichever is less. 

(b 


<~ 


The total amount to be drawn from the accumulated profits earned in previous years 
and transferred to the reserves does not exceed an amount equal to one-tenth of the 
sum of its paid-up capital and free reserves and the amount so drawn must first be 
utilised to set off the losses incurred in the financial year before any dividend in re- 
spect of preference or equity shares is declared. 

e The balance of reserves after such withdrawal does not fall below 15% of its paid- 

up share capital. 

e The amount in no way possible should be used to pay interim dividend. 
8. Distribution of profit out of capital redemption reserve account 
If capital redemption reserve is created against redemption of preference shares, no divi- 
dend can be paid from this reserve in future (Section 80). 
9. Premium on redemption 


The premium payable on redemption of preference shares shall be provided for out of the 
profits of the company or out of the securities premium account (Section 80). 
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10. Other determining factors 


(a) Provision for taxation No part of the net profit from business can be appropriated 
for payment of dividend without making necessary provision for taxation, as payment of 
income tax from business earnings is a legal obligation. 


(b) Dividend out of capital profit Except securities premium, profit from forfeiture of 
shares and profits prior to incorporation, capital profits can be applied for payment of divi- 
dend, subject to certain conditions, which include the following: 
e Such profits must be realised profits 
e The Articles of Association of the company shall not contain any prohibitive provi- 
sion relating to distribution of such profits as dividend and 
e Such profits must remain as a surplus after revaluation of all the assets of the com- 
pany. 
(c) Capital losses, intangible assets and ficticious assets According to the account- 
ing and commercial principles capital losses, intangible assets and ficticious assets should 
be written off from profits over a reasonable period and a company should have definite 
policies in respect of such writing off. Application of profit for payment of dividend can 
arise only after such regular annual write off. 


(d) Transfer of additional profits to reserve The Directors of a company are empow- 
ered to transfer to reserves any additional amount of profit or carry forward any amount of 
profit, as they consider necessary, after statutory transfer of profits to reserves. Dividend 
can be paid only from the balance amount of profit. 


10.6 COMPANIES ACT RELATING TO PAYMENT OF DIVIDEND 


The provisions of the Companies Act relating to payment of dividend are as follows: 

1. Dividend shall only be payable in cash. But this will not prohibit capitalisation 
of profits or reserves of a company for the purpose of issuing fully paid-up bonus 
shares or paying up any unpaid amount of shares held by the members of the 
company: Section 205(3). 

2. Dividend payable in cash may be paid by cheque or dividend warrant. This has to be 
sent by post directly to the registered address of the shareholders entitled to the 
payment of the dividend or in the case of joint holders to the registered address of 
that one of the joint shareholders which is first named in the register of members or 
to such person and to such address as the shareholder or the joint shareholders may 
in writing direct: Section 205(4)(b). 

3. The department of company affairs has clarified through its Circular No. 5/99 dated 
12.5.1999 that dividend can also be transmitted electronically to the shareholders 
after obtaining their consent in this regard and asking them to nominate specific 
bank account number to which dividend due to them should be remitted. 

4. Dividend has to be paid to the registered holder of share or to his order or 
to his banker. In case a share warrant has been issued in respect of the share in 
pursuance of Section 114, dividend shall be paid to the bearer of such warrant or to 
his banker Section 206. 
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5. Dividend has to be paid or the dividend warrant has to be posted within 30 days 
from the date of declaration of dividend, subject to certain exceptions: Section 
205(4)(1). 

6. Where a dividend has been declared by a company but has not been paid or the 
warrant in respect thereof has not been posted within 30 days from the date of the 
declaration to any shareholder entitled to the payment of the dividend, every 
Director of the company shall, if he is knowingly a party to default, be punishable 
with simple imprisonment for a term which may extend to three years and shall also 
be liable to a fine of Rs. 1000 for every default during which such default continues: 
Section 207. 

But the above provision is not applicable in the following circumstances: 

(a) Where the dividend could not be paid by reason of the operation of any law 

(b) Where a shareholder has given direction to the company regarding the payment 
of the dividend and those directions cannot be complied with 

(c) Where there is a dispute regarding the right to receive the dividend 

(d) Where the dividend has been lawfully adjusted by the company against any sum 
due to it from the shareholder 

(e) Where, for any other reason, the failure to pay the dividend or to post the war- 
rant within the period aforesaid was not due to any default on the part of the 
company 

7. Any dividend, when declared, the amount thereof shall have to be deposited in a 
separate bank account within five days of declaration. The amount of dividend 
deposited in a separate bank account as above shall be used for the payment of 
interim dividend. Section 205(1A). 


10.7 COMPANIES ACT REGARDING UNPAID AND 
UNCLAIMED DIVIDEND 


The provisions of the Companies Act regarding unpaid (unclaimed) dividend are as 
follows: 

1. Where, after the commencement of the Companies (Amendment) Act, 1974 a divi- 
dend has been declared by a company but has not been paid or claimed within 30 
days from the date of the declaration, to any shareholder entitled to the payment of 
the dividend, the company shall, within seven days from the date of expiry of the 
said period of 30 days, transfer the total amount of dividend which remains unpaid 
or unclaimed to a special account to be opened by the company in that behalf in any 
scheduled bank to be called “unpaid dividend account”. Section 205A(1). 

2. Ifthe default is made in transferring the total amount referred to in Sub section (1) or 
any part thereof to the unpaid dividend account of the concerned company, the com- 
pany shall pay from the date of such default, interest at the rate of 12% per annum 
and the interest accruing on such amount shall be used for the benefit of the 
members of the company in proportion to the amount remaining unpaid to them. 
Section 205A(4). 
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3. Any money transferred to the unpaid dividend account of a company in pursuance 
of this section, which remains unpaid or unclaimed for a period of seven years from 
the date of such transfer shall be transferred by the company to the fund known as 
Investors Education and Protection Fund established under Sub-section (1) of Sec- 
tion 205C. Section 205A (5). 

4. If a company fails to comply with any of the requirements of this section, the com- 
pany and every officer of the company, who is in default, shall be punishable with 
fine which may extend to Rs. 5000 for every day during which the failure continues. 
[Section 205A (8)]. 

5. Any person claiming to be entitled to any money transferred under Sub-section (5) 
of Section205A to the general revenue account of the central government may apply 
to the central government for an order for payment of the money claimed, and the 
central government may, if satisfied, whether on a certificate by the company or 
otherwise that such person is entitled to the whole or any part of the money claimed, 
make an order for the payment to that person of the sum due to him after taking such 
security from him as it may think fit. Section 205B. 


10.8 PAYMENT OF DIVIDEND OUT OF CAPITAL PROFIT 


Capital profits are those profits which arise from capital sources and not from normal trad- 
ing activity of a business. Capital profits are not frequently earned in a business. These prof- 
its are earned from capital transactions and assets revaluation. 


Following are the examples of capital profits: 

e Profit prior to incorporation 

e Premium received on the issue of shares or debentures 

e Profit on forfeiture of shares and re-issue of forfeited shares 
e Profit made on sale of fixed assets 

e Profit on revaluation of fixed assets 

e Profit on redemption of debentures at a discount 


Section 205 of the Companies Act provides that dividend can only be paid out of prof- 
its. Profits can be both revenue profits and capital profits. So the Companies Act does not 
provide any general restriction on the distribution of capital profit as dividend. But the 
following capital profits are not available for distribution of dividend: 


1. Premium on issue of shares 

As per Section 78 of the Companies Act, premium on issue of shares is available only for 
certain specified purposes and not for payment of dividend. 

2. Profit on re-issue of forfeited shares 


As per Part I of Schedule VI of the Companies Act, the amount of profit made on forfeiture 
of shares has to be shown by adding to the called up share capital of the company in its 
balance sheet and the amount of such profit finally left after re-issue of forfeited shares has 
to be transferred to capital reserve. 
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3. Profit prior to incorporation 


A company comes into legal existence only from the date of incorporation. So, the profit 
earned during the period when the company was not in existence can not be legally distrib- 
uted as profit of the company. 


4. Profit from redemption of debentures at a discount 
A capital profit earned from the redemption of debentures at a discount is not available for 


distribution as dividend as was held in the case Wall vs London and General Provincial 
Trust Co. Ltd. (1930). 


10.9 PAYMENT OF DIVIDEND OUT OF CAPITAL 


According to the Companies Act, no dividend can be paid out of capital as it expressly 
provides in Section 205 that the dividend is payable only out of current profit or past undis- 
tributed profits, arrived at after providing for depreciation. Therefore, if the memorandum 
or the articles of association even empower the company to declare dividend out of capital, 
such power becomes automatically invalid. [Verner vs General and Commercial Invest- 
ment Trust Ltd. (1894)] 

In the following circumstances, payment of dividend may amount to payment of divi- 
dend out of capital: 

1. If dividend is paid out of the sale proceeds of fixed assets 

2. If profits are inflated by the following 

e Charging revenue expenditure to capital 

e Making lower provisions for depreciation or liabilities 
e Overvaluing closing stock or investments 

e Excluding revenue expenditure from accounts 

e Increasing profit by any other way 

3. Ifa deficiency of capital exists and dividend is paid without making good such defi- 

ciency. 

Payment of dividend out of capital indicates returning to the shareholders part of the 
paid-up share capital as dividend. The payment of dividend out of capital has the following 
consequences: 

(a) The Directors may have a right of indemnity against the members who knowingly 
received dividend out of capital. But they lose that right where the directors repre- 
sent that the dividend was paid out of profits (Moxham vs. Grant -1990). 

(b) In the absence of suspicious circumstances, the Directors are never wrong in accept- 
ing the reports and valuation of trusted officers of the company (Kingston Cotton 
Mills Co. — 1896). 

(c) The Directors are personally liable to make good the amount, which they have 
knowingly paid as dividend out of capital (London and General Bank — 1895). 

(d) When the payment of dividend out of capital is subsequently made good out of 
profit, the Directors can escape liability (Boaler vs The Watchmakers’ Alliance and 
others — 1903). 
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(e) An auditor cannot be held liable for negligence of duty for his inability to detect pay- 


ment of dividend out of capital, if he has exercised reasonable skill and care and 
there is no suspicious circumstances for detection of deliberate enhancement of 
profit (Kingston Cotton Mills Co. Ltd. — 1896). 


10.10 GENERAL GUIDELINES FOR DISTRIBUTION OF DIVIDEND 


Following guidelines govern the distribution of profit as dividend by a company in general 


way : 
1. 


10. 


Dividend can be declared and paid only if the cash position of the company is satis- 
factory. 


. Shareholders’ capital must not be utilised for the payment of dividend. 
. Adividend should not be paid without making an adequate provision for deprecia- 


tion on fixed assets. 


. Capital profits may be distributed as dividend only if the following conditions are 


satisfied: 

(a) The Articles of Association of the company permit such a payment 
(b) Such capital profits have been realised 

(c) The surplus remains even after the revaluation of all the other assets 


. If there is a debit balance in the profit and loss account, dividend should not be dis- 


tributed. 


. If goodwill or other assets have been excessively written down in the past, the excess 


may be written back to profit and loss account and dividend can be distributed out 
of such profit. 


. The company should adopt a steady dividend pay-out ratio. It need not distribute 


the whole of the profit amongst its shareholders as dividend. 


. Provision of the Companies Act, Income-tax Act and the decisions of significant 


legal cases have to be observed and complied with while declaring dividend. 


. Capital losses, intangible assets and ficticious assets should be written off over a 


period of time gradually to strengthen the financial position of the company. 


The provisions of the Memorandum and Articles of Association must be complied 
with before distributing profit as dividend. 


10.11 ARTICLES OF ASSOCIATION REGARDING DIVIDEND 


The provisions of the Articles of Association of a company should also be considered before 
distribution of profit as dividend along with the provisions of the Companies Act. But, it 
may be noted in this regard that no provisions as contained in the Articles of Association 
superceed the provisions of the Companies Act. If a company has no articles of its own, 
then it has to follow the privisions as contained in Table A as a substitute of articles of asso- 
ciation. 


Regulations 85 to 94 of Table A of the Companies Act describe the provisions regarding 
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distribution of dividend by a company, which are given below: 


1. Clause 85 The company in general meeting may declare dividends, but no dividend 
shall exceed the amount recommended by the Board of Directors. 


2. Clause 86 The Board may from time to time pay to the members such interim divi- 
dends as appear to be justified by the profits of the company. 


3. Clause 88 Subject to the rights of persons, if any, entitled to shares with special rights 
as to dividends, all the dividends shall be declared and paid according to the amount paid 
or credited as paid on the shares, in respect whereof, the dividend is paid, but if and so long 
as nothing is paid upon any of the shares of the company, dividends may be declared and 
paid according to the amounts of the shares. 

All dividends shall be apportioned and paid proportionately to the amount paid or 
credited on the shares. 


4. Clause 89 The Board may deduct from any dividend payable to any member all sums 
of money, if any, presently payable by him to the company on account of calls etc. 


5. Clause 91 Any dividend, interest or other money payable in cash may be paid by 
cheque or warrant sent through post directed to the registered address of the shareholders. 

Every such cheque or warrant shall be made payable to the order of the persons to 
whom it is sent. 


6. Clause 92 Any one of two or more joint holders of shares may give effectual receipts 
for any dividends or bonuses payable in respect of such shares. 


7. Clause 93 Notice of any dividend that may have been declared shall be given to the 
persons entitled to share therein in the manner mentioned in the Act. 


8. Clause 94 No dividend shall bear interest against the company. 


10.12 AUDITOR’S DUTY AS REGARDS PAYMENT OF DIVIDEND 


Once dividend is declared, it constitutes an item of liability of the business. As specified 
above that Regulation of Clause 85 of Table A of 1st schedule states that no dividend shall 
be paid in excess of the amount of dividend declared. But this does not mean that the com- 
pany should pay less than what is declared. Accordingly, a company may be sued by the 
shareholders for such payment as was held in the case Savern vs Wye Railway Co. (1896). 


The duties of an auditor in connection with the payment of dividend are as follows : 

1. He should examine the documents of the company to ascertain the various rights 
and privileges of the various categories of the members. 

2. He should also examine the minutes of both director’s and shareholder’s meeting 
regarding such payments. 

3. He should verify the rate of dividend and justify the rate in the context of the amount 
of profit earned. 

4. He should see that the unclaimed dividends have been transferred to a separate 
bank account. 

5. He should obtain the register of members to justify whether dividend warrants have 
been sent to the appropriate persons. 
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6. He should verify the articles of association to verify the authority for such payment. 

7. He should confirm that the declaration of dividend does not affect adversely the 
working capital position of the company. 

8. He should see that the provisions of the Companies Act relating to declaration and 
payment of dividend (Section 205) have been duly complied with before declaration 
and payment of dividend. 

9. He should ensure the basic principles of accounting and provisions regarding trans- 
fer of reserves have been duly adhered to while arriving at the distributable profit. 

10. He should also consider the rate of interim dividend declared by the company and 
confirm that it has been considered in the declaration and payment of the final divi- 
dend. 


10.13 PAYMENT OF INTERIM DIVIDEND AND THE ROLE OF AUDITORS 


Interim dividend is a dividend which is paid in respect of a year before the declaration of 
the final dividend. This means that it occurs between two annual general meetings and the 
declaration is done by the Directors instead of the shareholders. 


Sub-section (1A) of Section 205 empowers the Board of Directors of a company to 
declare interim dividend. Clause 86 of Table A of Schedule 1 to the Companies Act 
provides that the board may from time to time pay to the members such interim dividend 
as appeared to be justified from the profits of the company. Generally, the Articles of 
Association of a company gives this power to the board of directors. Till the passing of the 
Companies (Amendment) Act, 2000, there was no provision in the Companies Act (except 
Regulation 86 of Table A) relating to interim dividend. The Companies (Amendment) Act, 
2000 has introduced Sub-section (14A) in Section 2 whereby ‘interim dividend’ is now part 
of dividend and accordingly all provisions of the Companies Act relating to dividends have 
become applicable to interim dividend also. 

To put things beyond doubt, Section 205 has also been amended to provide for the 
following: 

1. The Board of Directors may declare interim dividend and the amount of dividend 
including interim dividend shall be deposited in a separate bank account within five 
days from the date of declaration of such dividend. 

2. The amount of dividend including interim dividend so deposited above shall be 
used for the payment of dividend including interim dividend. 

3. The provisions contained in Sections 205, 205A, 205C, 206, 206A and 207, as far as 
may be, also apply to interim dividend. 

Often an auditor's advice is sought in the matter of payment of interim dividend. Fol- 
lowing points are required to be considered by the auditor while giving advice to the man- 
agement : 

1. Interim profit and loss account should be prepared, if posssible by a fair estimate of 

the closing stock. 

2. Where the closing stock value at the end of the interim period cannot be fairly ascer- 
tained, a rough estimate of profit can be made by applying the gross profit percent- 
age to sales and deducting from such gross profit the expenses to date. 
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3. All adjustments on account of bad and doubtful debts, depreciation, outstanding 
liability, prepaid expenses etc. should be duly made to ascertain the fair profit for the 
interim period. 

4. The proportion of interim profit to be applied to the payment of interim dividend 
should always be on the conservative approach after consideration of the forecasts 
for the future months and the allowances required for contingencies. 

5. A good cash balance should not be taken as an indicator of profit for the purpose of 
interim dividend. However, cash is also another decision factor. 


6. Future requirement of cash for expenses, asset replacement, loan repayment and 
working capital requirement should be fairly estimated. A good cash position does 
not always justify the payment of interim dividend, as the future cash requirement 
for those purposes may be quite substantial. 

7. It is the final dividend which has to be declared after the closing of the accounting 
year at a rate reasonably higher than the rate of interim dividend. Hence, it should 
be seen whether the company would be able to declare final dividend at a higher 
rate or not. 

In paying interim dividend, the Directors undertake certain amount of risk, because an 
interim dividend is in fact a dividend in respect of the whole year and for the year if there is 
a loss, the payment of interim dividend will amount to payment of dividend out of capital, 
where there are inadequate balances of reserves and surplus. 


10.14 LEGAL VIEWS AS REGARDS DIVIDEND 


ase Study S 


1. Case: Lee vs Neuchatel Co. Ltd. (1889) 

Fact of the case: The Articles of Association of the company provided for the 
distribution of profit on preference shares and ordinary shares at the rate of 7% and 
4% respectively. For that the consent of the shareholders is a must. Moreover, the 
Articles of Association of the company contained a clause which does not bind the 
directors to make reserve for replacement or renewal of any property. The Directors 
decided to declare dividend out of profits of the company to the preference 
shareholders without making good the loss of depreciation of wasting assets, i.e. 
mines and other assets of the company. One of the ordinary shareholders Mr. 
Charles John Lee brought an action against the Directors of the company restraining 
them to pay dividend without making good the depreciation of assets of the 
business. 

Legal view: It was held that the company may distribute dividend without making 
good the depreciation on wasting assets, if it is authorised by its Articles of 
Association to do so. In fact, the object of charging depreciation is for the 
replacement of assets, but when the wasting assets are subject to exhaustion the 
company is formed to go into liquidation, the question of replacement does not arise. 
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2. Case: Bolton vs Natal Land and Colonisation Co. Ltd. (1892) 

Fact of the case: The business of the company consisted of buying, selling, letting, 
cultivating and otherwise dealing with land in South Africa. In the year 1892, the 
company, under peculiar circumstances debited to its profit and loss account £ 
70,000 as bad debt and credited in the same profit and loss account with an equal 
amount arising from revaluation in the value of land, over and above the cost price. 
Accordingly, the profit and loss account was balanced. Subsequently, the company 
earned working profit and declared dividend from the said source in respect of the 
arrear dividend of 1885. 

Legal view: An action was brought before the court against the company restraining 
it to capitalise a part of the reserve that has been created by revaluation of assets of 
the company. The basic reason behind such action was that the profits of the 
business are not realised. But it was held that surplus of capital assets resulting from 
bonafide revaluation of assets, even though it is unrealised, may be available for 
issuing bonus shares. The application of this decision cannot be made possible in 
India after the introduction of the Indian Companies Act, 1956. 


3. Case: Foster vs The New Trinidad Asphelte Co. Ltd. (1901) 


Fact of the case: The company along with the assets of the other company took over 
a debt of £ 1,00,000 secured by promissory note, at its formation. At that time, the 
debt was considered valueless. Later on, the debt was paid in full together with an 
interest accrued amounting to £ 26,258. 16s. The directors proposed to distribute the 
amount as dividend as the directors treated the said amount as capital profit. But 
one shareholder, brought an action before the court restraining the company to pay 
dividend on the ground that the decrease in the value of other assets should have 
been considered. 


Legal view: It was held in this case that the question of what is profit available for 
dividend depends upon the results of the whole accounts taken fairly 
for the year, capital as well as profit and loss, and though dividends may be paid out 
of earned profits in proper cases, notwithstanding a depreciation of capital, a 
realised accretion to the estimated value of one item of capital asset cannot be 
deemed to profit divisible among the shareholders without reference to the result of 
the whole account fairly taken. 


4. Case: Ammonia Soda Co. Ltd. vs Arthur Chamberlain and others (1918) 

Fact of the case: An action was brought by the company against the former two 
Directors, asking them to refund to the company a sum amounting to £ 1268. 14s. 4d. 
which was illegally paid as dividend during the years from 1912 to 1915. The 
company was incorporated as a private limited company in July 1908. Thereafter by 
a special resolution, passed in October 1911, it was converted into a public limited 
company. The company’s profit and loss account showed a debit balance amounting 
to £ 19,028. 5s. 4d. The directors were entrusted to value the land, and accordingly it 
was valued at £ 79,166 and the addition of expenses for the innovation of new bed of 
rockself amounting to £ 20,542. 2s. 4d. was added to the value of land. The sum was 
credited to reserve account and was used to write-off the following: 


(i) The debit balance of the profit and loss account amounting to £ 12,970. 18s. 3d. 
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(ii) Goodwill for £ 1,500 
(iii) Cash bonus for £ 1,980 


And the balance £ 4,091. 4s. 5d. was transferred to reserve account. During half year 
ended 31.01.1912, the company made net profit of £ 7,348. 13s. and the value of the 
land was increased in the balance sheet to the extent of £ 16,450. 18s. 3d. and thus 
eliminating the credit balance for £ 4091. 4s. 5d. which was left to the credit of the 
reserve account. During the years 1912 to 1915 dividends amounting to £ 1,268. 14s. 
4d. were paid to the preference shareholders. 
Legal view: The court decided that the assets of the business may be written up as a 
result of bonafide revaluation and that the current profits may be divided without 
making good past losses of the business. But the decision of this case in no way holds 
good in India after the introduction of Section 205(1)(b) of the Indian Companies 
Act, 1956. 

5. Case: Stapley vs Red Brothers (1924) 
Fact of the case: The company had written off the balance of goodwill account 
£ 51,000 out of reserve. In a later year, the profit having been found inadequate for 
both setting off the debit balance of the profit and loss account and paying dividend 
on preference shares including arrear dividend, the Directors decided to write up 
goodwill by £ 40,000, being the conservative value of goodwill and credit the sum to 
reserve account which could be utilised for writing off the debit balance £ 25,500 of 
the profit and loss account and paying the dividend. A shareholder, thereupon, 
moved the court for an injunction to restrain the directors from writing back £ 40,000 
which was previously written off out of reserves created from profit. 
Legal view: It was held that a company could write up at a fair value the goodwill, 
which was written off excessively in the earlier years and utilise the sum for writing 
off the debit balance of the profit and loss account and distribute the current profit as 
dividend. 


POINTS TO PONDER 


e The portion of profit, which can legally be distributed to the shareholders of the company 
by way of dividend, is called the divisible profit. 

e According to ICAI Guidance Notes dividend is a distribution to shareholders out of 
profits or reserves available for this purpose. 

e According to ICAI Guidance Notes profit is the excess of revenue over related costs. All 
the profits of a company cannot be said to be divisible. Only those portions of the profit, 
which can be legally distributed to the shareholders of the company in the form of 
dividend, are called divisible profit. 

e The principal determinants of divisible profit are depreciation, grant by the government, 
arrear depreciation, past losses, transfer of profits to reserves, cash position of the 
company and taxation aspect. 
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Dividend shall only be payable in cash. It can be paid by cheque or dividend warrant. It ) 
has to be paid to the registered holder of share or to his order or to his banker. Dividend 
has to be paid within 30 days from the date of declaration of dividend and the amount 
shall have to be deposited in a separate bank account within 5 days of declaration. 

If dividend is unpaid or unclaimed, the company shall, within 7 days from the date of 
expiry of the said period of 30 days, transfer the total amount of dividend to a special 
account called unpaid dividend account. 

Capital profits are those profits, which arise from capital sources and not from normal 
trading activity of a business. Companies Act does not provide any general restriction on 
the distribution of capital profit as dividend. But premium on issue off shares, profit on re- 
issue of forfeited shares, profit prior to incorporation and profit from the redemption of 
debentures at a discount are not available for distribution of dividend. 

According to the Companies Act, no dividend can be paid out of capital. Payment of 
dividend out of capital indicates returning to the shareholders part of the paid-up share 
capital as dividend. 

The provisions of the Articles of Association of a company should also be considered 
before distribution of profit as dividend along with the provisions of the Companies Act. 
Regulations 85 to 94 of Table A of the Companies Act describe the provisions regarding 
distribution of dividend by a company. 

The auditor should see that the provisions of the Companies Act relating to declaration 
and payment of dividend have been duly complied with before declaration any payment 
of dividend. 

Interim dividend is a dividend, which is paid in respect of a year before the declaration of 
the final dividend. The Companies Act provides that the board from time to time pay to 
the members such interim dividend as appeared to be justified from the profits of the 
company. 

The auditor should consider the rate of interim dividend declared by the company and 
confirm that it has been considered in the declaration and payment of the final dividend. 
He should also ensure that the basic principles of accounting have been duly adhered to 
while arriving at the distributable profit. J 


REVIEW QUESTIONS 


Short-answer Questions 


1. 
2. 


3. 


What is dividend? 
What is interim dividend? When does the question of interim dividend arise? 


State with reasons whether you, as an auditor, would approve the payment of dividend out 
of capital. 


Can dividend be paid out of current profits without writing off intangible and ficticious 
assets? 


Can dividend be paid out of profit arising out of forfeited and re-issue of shares? 
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1. State the provisions of the Companies Act, 1956 regarding the declaration and payment of 
dividend. 
2. Can dividend be paid under the following circumstances: 
(a) Out of current profit without making good past losses 
(b) Out of a capital profit 
(c) Out of past profit when there is neither profit nor loss in the current year 
(d) Realised capital profits 


3. State the provisions of the Companies Act, 1956 regarding declaration and payment of 
Interim dividend. What would be the duty of an auditor in connection with such dividend? 


4. What do you understand by ‘divisible profit’? State what considerations should be borne in 
mind before declaring dividend. 
5. While examining the accounts of a company, you find the following items on credit side of 
profit and loss account: 
(a) Profit on revaluation of land 
(b) Bounties received from central government 
(c) Excess depreciation charged in the previous year now written back 
(d) Unclaimed dividend 
Would you have any objection as auditor in passing the accounts of the company? State with 
reasons. 
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A report is a statement of collected and considered facts, so drawn up as to give clear and 
concise information to persons who are not in possession of full facts of the subject matter of 
the report. 

According to Joseph Lancaster, “a report is a medium of expressing an opinion to per- 
sons concerned in order to give a clear and summarised information based on collected 
facts and figures”. 


11.1 DEFINITION OF REPORT 


In short, a report is a statement of opinion regarding an event or series of events. 


11.2 DEFINITION OF AUDIT REPORT 


The document through which the auditor conveys his opinion about the fairness of the 
financial statements is called auditor’s report. An auditor, under Section 227(2) of the Com- 
panies Act, 1956, is required to make a report to the shareholders of the company whether 
the books of accounts examined by him exhibit ‘true and fair’ view of the state of affairs of 
the business. 

The auditor submits his report to his client giving clear and concise information of the 
result of audit performed by him. The fact or information contained in the auditor’s report 
is not available from any other source. Auditor’s report is the end product of his audit 
work. By submitting the report, the auditor completes his duty as imposed by the respec- 
tive statutes. 

The statutory auditor of a company has to express his professional opinion about the 
truth and fairness of the state of affairs of the company as shown by the balance sheet and of 
the profit or loss as shown by the profit and loss account in addition to several other infor- 
mation in his report. 

An auditor’s report is, therefore, a written statement of the auditor, containing his inde- 
pendent professional opinion about the truth and correctness of accounts and financial 
statements examined by him and other specific information, which the auditor submits to 
his client at the conclusion of audit. 


11.3 VALUE OF AUDIT REPORT 


The auditor’s report is of great value not only to the members of the company, i.e. the share- 
holders, but also to those persons who are interested in the affairs of the business, i.e. 
investors, creditors, employees, government and other financial institutions that require 
the audited balance sheet and profit and loss account for the purpose of granting loans and 
for a number of reasons beneficial to them. The most important value of the auditor’s report 
is reflected through its checking and verifying procedure as to accuracy and fairness of the 
facts and figures that appear in the books of account of the company. The audit report does 
not add anything more than what is inserted. 

The basic purpose of audit is to secure the interest of different groups of people in the 
organisation. Based on the audit report, these groups of people such as shareholders, bank- 
ers, creditors etc. can decide their course of action in respect of the organisation with which 
they are concerned. In fact, these groups of people are all outsiders and they have no other 
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alternatives but to rely upon the auditor's report to know the actual state of affairs of the 
company. So, the auditor’s report is extremely important to these groups of people. It 
serves their interest in the following ways: 

e The shareholders can have the idea from audit report about how well their company 

is being managed by their representatives, i.e. the Board of Directors. 

e The creditors and the bankers can understand from audit report how far their loan to 

the business is safe and secure. 

e The prospective investors and creditors can know from auditor’s report whether it 

would be prudent to invest in the organisation. 

e The management can also take various decisions for more efficient running of the 

organisation based on the auditor’s report. 

e The determination of purchase consideration in case of purchase or sale of the 

organisation is facilitated by the auditor’s report. 

e Very often the government grants and subsidies are based on the auditor’s report. 

e To settle insurance claim, the insurance companies generally want audited financial 

statements along with the auditor’s report. 

e The income tax authority very often depends upon the auditor’s report in respect of 

various income tax matters. 

In view of changing socio-economic conditions where the society demands more 
disclosure of accounting information, the auditor should insist on more disclosure by his 
clients to appraise the actual financial position of the business. It is a fact that the auditor 
makes his report on the available information supplied to him. So, his tests and examina- 
tions are confined to available information supplied to him. He has nothing to do, but to 
report if certain items appear suspicious to him. 


11.4 ESSENTIALS OF GOOD AUDIT REPORT 


The essentials of good audit report are as follows : 


1. Simplicity 

Simplicity should be one of the important characteristics of good audit report. It should be 
as clear as understandable. It implies that ambiguous terms and facts should not be 
included in the audit report. 


2. Clarity 


The term ‘clarity’ implies cleanness in audit report. This indicates that the audit report 
should not conceal material information which are required in evaluating and appraising 
the performance of the business. 


3. Brevity 
The term ‘brevity’ signifies the conciseness in audit report. Repetition of facts and figures 
should be avoided in order to control the length of the report. 


4. Firmness 


The report should clearly indicate the scope of work to be done and should cleary indicate 
whether the books of account exhibit ‘true and fair’ view of the state of affairs of the busi- 
ness. 
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The report should be based on objective evidence. Opinion formed on the basis of informa- 
tion and evidences which are not measured in terms of money should not be incorporated 
in the audit report. 


6. Consistency 

Consistency in presenting accounting information is the basis of good audit report. A good 
audit report should take into consideration whether consistency, as to the method of stock 
valuation and depreciation charges, has been adhered to. 


7. Accepted principles 
The audit report should be based upon the facts and figures that are kept in accordance 
with generally accepted accounting and auditing principles. 


8. Disclosure principles 
The audit report should be unbiased. It should disclose all the facts, all the truth. 


9. Relevance 


The report should disclose all relevant information, which are supposed to be known by the 
users, but are not included in the financial statements disclosures. 


10. Reference to AAS 


It should preferably state the auditing standards and practices adopted by the auditor 
while conducting audit. Such a reference in the report will assure the users that the audit 
has been carried out in accordance with Auditing and Assurance Standards. 


11.5 SCOPE OF AUDIT REPORT 


Sub-sections (2) and (3) of Section 227 of the Companies Act, 1956 provide that it is the duty 
of the auditor to report to the members of the company on the accounts examined by him 
and on the balance sheet and profit and loss account and every other document declared by 
the act to be part of or annexed to the balance sheet and the profit and loss account, laid 
before the company in general meeting during the tenure of his office, also that the report 
shall confirm the position, envisaged in the undermentioned manner in which the require- 
ments are to be met. 

Sub-section (2) specifically requires that the auditor should report whether in his opin- 
ion and to the best of his information and according to the explanations given to him, the 
said accounts give the information required by the Companies Act, 1956 in the manner so 
required and the balance sheet gives a true and fair view of the company’s affairs at the end 
of the financial year and the profit and loss account gives a true and fair view of the profit 
and loss for the financial year. 

Sub-section (3) requires that the auditor shall report on the following matters: 

e Whether he has obtained all the information and explanations which to the best of 

his knowledge and belief were necessary for his audit 

e Whether in his opinion, proper books of accounts as required by law have been kept 

by the company, so far as appears from his examination of those books and proper 
returns adequate for the purpose of his audit have been received from branches not 
visited by him 
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e Whether in his opinion, the balance sheet and the profit and loss account comply 
with the accounting standards referred to in Sub-section (3C) of Section 211 of the 
Companies Act, 1956 

e Whether the company’s balance sheet and profit and loss account dealt with by the 
report are in agreement with the books of accounts and returns 


e Whether the report on the accounts of any branch office audited under Section 228 
by a person other than the company’s auditor has been forwarded to him as required 
by Section 228(3)(c) and how he has dealt with the same in preparing the auditor’s 
report 

The duty of any auditor for making a report on the statement of account also extends to 

matters reported upon by the Directors to the shareholders in so far as information which is 
required to be given by the Act in the statements of account or can be given in a statement 
annexed to the accounts are contained in the report of Directors (Provision in Section 222). 
For instance, the opinion of the Board of Directors as regards current assets, loans and 
advances, when contained in the Director’s report, must be considered by the auditor. 


11.6 SIGNING OF THE AUDIT REPORT 


According to Section 229 of the Companies Act, only the person appointed as the auditor of 
the company or where a firm is so appointed, only a partner in the firm practising in India 
may sign the auditor’s report. 

The Department of Company Affairs, Government of India, in a communication dated 
29th July, 1972 has expressed the view that when a single chartered accountant is practis- 
ing, there cannot be any question of any firm name. Further, it is stated that Section 229 of 
the act clearly provides that if a firm of chartered accountants is appointed as auditor, only 
a partner in the firm may sign the auditor’s report or sign or authenticate any other docu- 
ment required by law to be signed by the auditor. The practice of merely affixing the ‘firm 
name’ on the report or such other document is the correct approach in the eye of law. 

According to Section 233 of the Companies Act, if an auditor’s report or any document 
of the company is signed or authenticated otherwise than in conformity with the require- 
ments of Section 229, the auditor concerned and the person, if any, other than the auditor 
who signs the report or signs or authenticates the document shall, if the default is wilful, be 
punishable with a fine which may extend upto Rs. 10,000. 

According to Section 230 of the Companies Act, the auditor’s report must be read 
before the shareholders of the company in general meeting and should be kept open for the 
inspection to every member of the company. 

According to Section 232, it is no part of duty of the auditor either to send a copy of his 
report to or allow inspection thereof by each member of the company individually, or to see 
that the report is read before the company in general meeting. For non-compliance with any 
of the requirements of Section 225 to 231, the company and every officer of the company 
who is in default, will be liable to a fine, which may extend upto Rs. 5,000. 


11.7 CONTENTS OF AUDIT REPORT 


As per the provisions of Section 227 of the Companies Act, 1956 the following matters are 
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required to be included in the auditor’s report of a company: 
1. Whether in his opinion and to the best of his information and according to the expla- 
nations given to him: 
(a) The accounts of the company examined by him give the information required by 
the Companies Act in the manner so required. 
(b) The accounts give a true and fair view of the state of company’s affairs as at the 
end of its financial year in the case of the balance sheet. 
(c) The accounts also give a true and fair view of the profit or loss of the company for 
its financial year in the case of the profit and loss account. 
2. Whether he has obtained all the information and explanations which to the best of 
his knowledge and belief were necessary for the purpose of his report. 
3. Whether in his opinion, proper books of accounts as required by law have been kept 
by the company so far as appears from his examination of those books. 
4. Whether proper returns adequate for the purpose of his audit have been received 
from branches not visited by him. 
5. Whether the report on the accounts of any branch office audited by a person other 
than the main auditor of the company has been forwarded to him. 
6. The method used to deal with the branch auditor's report in preparing his audit 
report. 
7. Whether the profit and loss account and balance sheet of the company are in agree- 
ment with the books of accounts and returns. 
8. Whether in his opinion the balance sheet and the profit and loss account comply 
with the accounting standards. 
9. Where any of the matters in the auditor’s report is answered in the negative or with 
a qualification, the reasons for such should also be stated. 

10. A statement on such matters as may be specified in the central government orders. 
Presently the company auditors are required to make a statement on the matters 
specified in the CARO, 2003 issued by the central government, so far as they are 
applicable to a particular class of company. 


11.8 COMPANIES (AUDITOR’S REPORT) ORDER, 2003 


In addition to the provisions regarding Auditor’s Report in Section 227 of the Companies 
Act, in respect of certain types of companies, the Companies (Auditor’s Report) Order 
(CARO), 2003 issued by the central government is applicable. These orders have been 
issued by the central government in exercise of its power under Section 227(4A) of the Act. 

The new order of 2003 has further enlarged the scope of audit of the companies 
replacing the previous order of 1988. The order is reproduced as follws: 


Title This order may be called the Companies (Auditor’s Report) Order, 2003. 
Area of application It shall apply to every company including a foreign company as 
defined in Section 591 of the Companies Act, 1956. 

It shall not apply to the following. 


(a) A Banking Company as defined in Clause (C) of Section 5 of the Banking Regulation 
Act 
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(b) An Insurance Company as defined in clause (21) of Section 2 of the Act 

(c) A company licensed to operate under Section 25 of the Act 

(d) A private limited company with a paid up capital and reserves of not more than fifty 
lakh rupees and one which has not accepted any public deposit and does not have 
loan outstanding ten lakh rupees or more from any bank or financial institution and 
does not have a turnover exceeding five crore rupees 


Effective date It came into force on the 1st day of July 2003. 
Matters to be included in auditor’s report: 


1. Re: Fixed assets 


(a) Records of fixed assets Whether the company is maintaining proper records show- 
ing full particualrs, including quantitative details and situation of fixed assets. 


(b) Physical verification Whether these fixed assets have been physically verified by 
the management at reasonable intervals, whether any material discrepancies were noticed 
on such verification and if so, whether the same have been properly dealt with in the books 
of accounts. 


(c) Disposal of fixed assets If a substantial part of the fixed assets have been disposed 
off during the year, whether it has affected the going concern. 


2. Re: Stock-in-trade 


(a) Regular physical verification Whether physical verification of inventory has been 
conducted by the management at reasonable intervals. 


(b) Adequate physical verification Are the procedures of physical verification of stock 
followed by the management reasonable and adequate in relation to the size of the com- 
pany and the nature of its business? If not, the inadequacies in such procedures should be 
reported. 


(c) Material discrepancies Whether the company is maintaining proper records of 
inventory and whether any material discrepancies were noticed on physical verification of 
stocks as compared to book records, and if so, whether the same have been properly dealt 
with in the books of accounts. 


3. Re: Loan obtained/granted 

(a) Terms and conditions of loan Has the company either granted or taken any loans, 
secured and unsecured, to/from companies, firms or other parties covered in the register 
maintained u/s 301 of the Companies Act, 1956? If so, give the number of parties and 
amount involved in the transactions. 


(b) Terms and conditions of loan Whether the rate of interest and other terms and con- 
ditions of loans given or taken by the company, secured or unsecured, are prima facie 
prejudicial to the interest of the company. 


(c) Regularity Whether payment of the principal amount and interest is also regular. 


(d) Recovery of loan If overdue amount is more than one lakh, whether reasonable 
steps have been taken by the company for recovery / payment of the principal and the inter- 
est. 
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4. Re: Adequacy of internal control 


Is there an adequate internal control procedure commensurate with the size of the company 
and the nature of its business, for the purchase of inventory and fixed assets and for the sale 
of goods? Whether there is a continuing failure to correct major weaknesses in internal 
control. 


5. Re: Special transactions 


(a) Recording Whether transactions that need to be entered into a register in pursuance 
of Section 301 of the Act have been so entered. 


(b) Reasonable prices Whether each of these transactions has been made at prices 
which are reasonable having regard to the prevailing market prices at the relevant time. 


This information is required only in case of transactions exceeding the value of five 
lakh rupees in respect of any party and in any one financial year. 


6. Re: Acceptance of deposits 

In case the company has accepted deposits from the public, whether the directives issued 
by the Reserve Bank of India and the provisions of Sections 58A and 58AA of the Compa- 
nies Act and the rules framed there under, where applicable, have been complied with. If 
not, the nature of contraventions should be stated. 


7. Re: Internal audit system 

In the case of listed companies and/or other companies having a paid up capital and 
reserves exceeding Rs.50 lakhs as at the commencement of the financial year concerned, or 
having an average annual turnover exceeding five crore rupees for a period of three con- 
secutive financial years immediately preceding the financial year concerned, whether the 
company has an internal audit system commensurate with its size and nature of its busi- 
ness. 


8. Re: Maintenance of cost records 


Where maintenance of cost records has been prescribed by the central government u/s 209 
(1) (d) of the Companies Act, 1956 whether such accounts and records have been made and 
maintained. 


9. Re: Statutory obligations 


(a) Provident fund and employees state insurance etc Is the company regular in 
depositing undisputed statutory dues including provident fund, investors’ education and 
protection fund, employees’ state insurance, income tax, sales tax, wealth tax, custom duty, 
excise duty, cess and any other statutory dues with the appropriate authorities? If not, the 
extent of arrears of outstanding statutory dues as at the last day of the financial year 
concerned for a period of more than six months from the date they became payable shall be 
indicated by the auditor. 


(b) Pending disputes In case dues of sales tax/income tax/ custom tax/wealth tax/ 
excise duty/cess have not been deposited on account of any dispute, then the amount 
involved and the forum where the dispute is pending may please be mentioned. 
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10. Re: Accumulated loss/cash loss 


Whether in case of a company which has been registered for a period not less than five 
years, its accumulated losses at the end of the financial year are not less than fifty percent of 
its net worth and whether it has incurred cash losses in such financial year and in the finan- 
cial year immediately preceding such financial year also. 


11. Re: Default in repayment 


Whether the company has defaulted in repayment of dues to financial institutions or bank 
or debenture holders. If yes, the period and the amount of default to be reported. 


12. Re: Secured loans and advances 


Whether adequate documents and records are maintained in cases where the company has 
granted loans and advances on the basis of security by way of pledge of shares, debentures 
and other securities. If not, the deficiencies to be pointed out. 


13. Re: Chit fund 
Whether the provisions of any special statute applicable to chit fund have been duly com- 
plied with. 


14. Re: Nidhi/mutual benefit fund/ societies 
In respect of nidhi/ mutual benefit fund / societies: 
1. Whether the net-owned funds to deposit liability ratio is more than 1:20 as on the 
date of the balance sheet. 
2. Whether the company has complied with the prudential norms on income recogni- 
tion and provisioning against sub-standard / default/loss assets. 
3. Whether the company has adequate procedures for appraisal of credit proposal/ 
request, assessment of credit needs and repayment capacity of the borrowers. 
4. Whether the repayment schedule of various loans granted by the nidhi is based on 
the repayment capacity of the borrower and would be conducive to the recovery of 
the loan amount. 


15. Re: Investments 


If the company deals or trades in shares, securities, debentures or other investments, 
whether proper records of the transactions and contracts have been maintained and also 
whether timely entries have been made therein, whether the shares, securities, debentures, 
and other investments have been held by the company inits own name extent to the exemp- 
tion, if any, granted under Section 49 of the Companies Act. 


16. Re: Guarantee for loans 

Whether the company has given any guarantee for loans taken by others from bank or 
financial institutions, the terms and conditions whereof are prejudicial to the interest of the 
company. 

17. Re: Term loan 

Whether term loans were applied for the purpose for which the loans were obtained. 


18. Re: Uses of fund 


Whether the funds raised on short-term basis have been used for long-term investment and 
vice versa; if yes, the nature and amount is to be indicated. 
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19. Re: Preferential allotment 


Whether the company has made any preferential allotment of shares to parties and compa- 
nies covered in the register maintained under Section 301 of the Companies Act and if so 
whether the price at which shares have been issued is prejudicial to the interest of the com- 


pany? 
20. Re: Creation of securities 
Whether securities have been created in respect of debentures issued. 


21. Re: Public issue 


Whether the management has disclosed on the end use of money raised by public issues 
and the same has been verified. 


22. Re: Fraud 


Whether any fraud on or by the company has been noticed or reported during the year. If 
yes, the nature and amount involved is to be indicated. 


23. Re: Reasons for qualifications 


Reasons to be stated for unfavourable or unqualified answers where, in the auditor’s 
report, the answer to any of the questions referred to above points (1 to 22) is unfavourable 
or qualified, the auditor’s report shall also state the reasons for such unfavourable or quali- 
fied answer, as the case may be. Where the auditor is unable to express any opinion in 
answer to a particular question, his report shall indicate such fact together with the reasons 
why it is not possible for him to give an answer to such question. 


11.9 FORMS OF AUDIT REPORT 


International Auditing Guidelines issued by the International Federation of Accountants 
(first issued in 1983 and revised in 1989) provide guidance on the form and content of the 
auditor’s report to be issued after the examinations of financial statements. 


As per the guidelines, the basic elements of the report are as follows. 


1. Title 

An appropriate title such as ‘Auditor's Report’ helps the reader to identify the report and to 
distinguish it from reports issued by others. 

2. Address 


The report should be properly addressed. Like in the case of a statutory audit of a company, 
the report is addressed to the shareholders and in case of special audit, it is addressed to the 
government. 


3. Identification of financial statements 
The financial statements can be identified by including the name of the entity and the date 
and period covered by the financial statements. 


4. Reference to auditing standards and practices 


Such a reference ensures the compliance of the resolution of the ICAI and assures the read- 
ers that the accounting and auditing standards have been complied with. 


Q Auditing: Principles and Techniques 


5. Opinion on the financial statements 
The report should clearly state the auditor’s opinion on the financial position and opera- 
tional result of the entity. 


6. Signature 

The report should be signed in the name of the firm or personal name of the auditor or both. 
7. Address of the auditor 

The report should give the address of the firm. 


8. Dating ofthe report 
It should be properly dated. 


11.10 AUDIT REPORT AND AUDIT CERTIFICATE 


When an auditor certifies a financial statement, it implies that the contents of the statement 
are reliable as the auditor has vouched the exactness of the data. The term ‘certificate’ is, 
therefore, used to mean confirmation of the truth and correctness of something after a veri- 
fication of certain exact facts. An auditor may therefore, certify the circulating figures of a 
newspaper or the value of imports and exports of a company. 

Thus, auditor's certificate confirms the correctness of the statements prepared by the 
client. By certifying the statements, the auditor gives guarantee about the genuineness of 
the statements. So, before certifying a statement, an auditor is required to be thorough and 
meticulous in examining the truthfulness of each and every content in it. If it is revealed 
subsequently that the statement certified by the auditor is not correct, he will be held 
responsible regardless of utmost care and skill exercised by him in checking its contents. 

The term ‘certificate’ should not be confused with the term ‘report’. A report is a state- 
ment of opinion regarding an event or series of events. So, an auditor’s report is his expres- 
sion of opinion regarding the fairness of financial statements in reflecting the financial 
result and the financial position of the organisation. The auditor only draws his conclusion 
about the general reliability of financial statements. He does not give guarantee in his 
report that the accounts are free from errors and frauds. He does not owe any responsibility 
while reporting on accounts, provided he exercises reasonable skill and care in his audit 
work. 

So, while a certificate affirms the truth and correctness of a fact, figure or a statement, a 
report is generally a statement of facts or an expression of opinion regarding the truth and 
fairness of the facts, figures and statements. 


11.11 TYPES OF AUDITOR’S REPORT 


Auditor’s report can be of the following types: 


1. Clean report 

An audit report is clean, when there is no qualified or adverse opinion or disclaimer of 
opinion in the report. A clean report indicates that the auditor is satisfied with all the points 
required to be stated in his report and states them in the affirmative, adding no reservation 
anywhere. 
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An auditor makes a clean or unqualified report when he is satisfied with various mat- 
ters, such as follows: 

e He has got reasonable evidence in support of all material transactions. 

e All entries have been passed according to generally accepted accounting principles. 

e The financial statements correspond to the books of accounts. 

e All relevant information have been disclosed. 


2. Qualified report 

When an auditor expresses an opinion in his report with a reservation or states anything in 
the negative, but its nature is such that it does not materially affect the true and fair picture 
shown by the accounts, then the auditor’s report is said to be a qualified report. 


3. Adverse report 

When the auditor expresses an adverse or negative opinion in his report about the principal 
point in the report for which audit is mainly intended, the report is called an adverse report. 
So, an adverse report is the report in which the auditor categorically states that the profit 
and loss account and the balance sheet do no exhibit a true and fair view of the state of 
affairs and working results of the concern. An adverse report should be given by the 
auditor, only when he has strong and convincing evidence to support his conclusion. He 
should disclose all the reasons of adverse report. Generally in extreme cases like excess 
provision for depreciation, charging fictitious expenses etc. compel the auditor to give 
negative or adverse report. 


4. Disclaimer of opinion 

When an auditor is unable to express an opinion due to certain reasons and states this in his 
report, it becomes a report with a disclaimer of opinion. A disclaimer of opinion is always 
required to be supported by the justified facts. 

It may not be possible for an auditor to collect all information, which are necessary for 
expressing an opinion on the financial statements. Though these situations are rare, it may 
arise because of incomplete accounts submitted by the client or negligence on the part of the 
client to furnish the required information or explanations. When the auditor is to submit 
such inconclusive audit report because of reasons beyond his control, such report is called 
a report with disclaimer. 


5. Piecemeal report 

Auditor’s opinion in his report may not be on the entire financial statements. Such opinion 
may relate to some of the items contained in the statements on which only he can satisfacto- 
rily express opinion after audit. Such an opinion as a part of the financial statement is a 
piecemeal opinion and the auditor’s report containing such opinion is called a piecemeal 
report. 


11.12 QUALIFIED AUDIT REPORT 


When the auditors are satisfied with the truth and correctness of the financial statements of 
accounts without any qualifications, they give a clean, clear or unqualified report. In some 
cases, the auditor is unable to give such an opinion for one or more of a large variety of 
reasons. In these cases an auditor is said to give a qualified report. 
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When an auditor expresses his opinion in his audit report subject to some observations, 
he is said to have qualified his report. In other words, his assertions in the qualified report 
regarding fairness of financial statements depend upon some conditions. As for example, if 
the auditor does not agree with his client regarding treatment of an item such as grant 
received or provision for gratuity, he may qualify his report stating ‘subject to above, we 
report the balance sheet shows a true and fair view---------- ’, While qualifying his report, the 
auditor should keep in his mind the materiality of the matter. Unless the amount is signifi- 
cant, the auditor need not qualify his report. The reasons of qualification should always be 
clearly stated in the report. 

The principal source materials on qualified auditor’s reports are: 

e The Companies Act, 1956 

e Auditing and Assurance Standards 

e Accounting Standards 

A qualified audit report is a disadvantage to a concern for several reasons. 

e Ithas legal consequences, notably in restricting dividend payments. 

e It may lead to the accounts being seen as less reliable by contact groups such as 

banks and other lenders and potential buyers of the business. 

e It reflects badly on the Directors. 


There are several types of qualifications. These include the following: 


1. Limitation of scope 

Limitation of scope means a limitation of scope of the auditors’ work that prevents them 
from obtaining sufficient evidence to express an unqualified opinion. Consider the follow- 
ing examples: 

(a) A limitation imposed on the auditor—for example, if he were not permitted to carry 
out an audit procedure considered necessary. The Directors may not permit a 
debtors’ circulation or may not allow the auditor to attend a stock take. 

(b) A limitation outside the control of both the auditors and the directors. Perhaps nec- 
essary records existed but have been destroyed by fire or the auditor was prevented 
from attending stock take by a breakdown. 


2. Disagreement 


It means that the auditors do not agree with the accounting treatment or disclosure of some 
item in the accounts. The financial statements may have an accounting policy, e.g. inclusion 
of overheads in finished goods stock on a global percentage of overheads to prime cost, 
when the auditor considers that a more complex apportionment is essential for true and fair 
view. 


3. Material and pervasive 

This term applies when the possible effect of the limitation of scope is so material or perva- 
sive that the auditors are unable to express an opinion on the financial statements. Similarly 
when the matter giving rise to the disagreement is so material and pervasive that the 
financial statements are seriously misleading. 
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4. Less material 


Less material means when the effect of the limitation is not so material or pervasive as to 
require a disclaimer. Similarly when the disagreement is not so material or pervasive as to 
require an adverse opinion. 


5. Adverse opinion 


An adverse opinion is one where the auditors state that the financial statements do not give 
a true and fair view. 


6. Disclaimer 


A disclaimer of opinion occurs when the auditors conclude that they have not been able to 
obtain sufficient evidence to support, and accordingly are unable to express, an opinion on 
the financial statements. 


7. Possible adjustments 


The wording of the opinion should indicate that it is qualified as to the possible adjustments 
to the financial statements that might have been determined to be necessary had the 
limitation not existed. 


8. Exclusion of certain points 


The opinion is qualified by stating that the financial statements give a true and fair view 
except for the effects of any adjustments that might have been found necessary, had the 
limitation not affected the evidence available to the auditors. 


11.13 TYPES OF AUDIT CERTIFICATE 


The professional accountants are sometimes required to issue certificates on many occa- 
sions. In fact, the types of certificates depend on the purpose for which they are intended. 
The major types of certificates include the following: 


1. Certificate for tax computation 

The chartered accountants are sometimes required to certify certain incomes and expenses 
for obtaining exemptions from income tax, which is computed on the basis of provisions as 
contained in the Income Tax Act, 1961. The forms and contents of these types of certificates 
are usually provided under income tax rules, as the appropriate wordings of the certificate 
depend on the nature and circumstances of individual cases. 


2. Certificate of import and export 

Import and Export Trade Control Rules and Procedures provide that the applicant apply- 
ing for import or export licence must furnish a certificate of import and/or export from a 
qualified accountant in practice. These certificates include the value of goods imported or 
exported, goods consumed by the entity out of imported goods, goods supplied by the 
entity for export out of own source and from other sources and the unutilised value of 
licence on hand. 


3. Certificate of circulation 


The Audit Bureau of Circulations Ltd. which is an association of advertisers and publishers, 
gives report of circulation figures of publication of its members. The association issues 
circulation certificate on the basis of audit report of the member. The auditor has to certify 
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the circulation figure on the basis that he has checked and verified the books regarding 
newsprint consumption, distribution and unsold stock of publications as per the guidelines 
issued under A.B.C. Audit Procedure. 


11.14 AUDITOR'S REPORT AND ‘TRUE AND FAIR VIEW’ 


The expression ‘true and fair view’ is central to auditing and yet it is an abstraction whose 
meaning is far from clear. In fact, the true and fair view is a Companies Act concept and is 
therefore a legal notion. However, neither the Companies Act nor the court has ever 
attempted to define it. 


Investigation and discovery of anything is assisted by breaking down or classifying the 
thing into parts. We therefore will breakdown true and fair view into parts, beginning with 
true. 


1. Truth 


In practice the word ‘true’ is difficult to pin down as it also incorporates a high level of 
abstraction. However in accounting terms we can consider synonyms like—in accordance 
with fact or reality, not false or erroneous, representing the thing as it is. 


Numerous accounts items can be seen in this light. For example, ‘freehold land at cost 
Rs.2, 00,000. 
It is either true or false that 
e Freehold land exists 
e The freehold land is the property of the company that holds a good title 
e The freehold land did cost the company Rs.2, 00,000 
e All the freehold land belonging to the company is included 
On the other hand, the matter may not be as simple as it seems. For example, 
(a) Good title may be a matter of opinion. 
(b) Historical cost may be a matter of opinion—is legal cost included? Subsequent costs 
(drainage, fencing) may be considered capital or revenue. 


A dictionary definition of true also includes ‘in accordance with reason or correct prin- 
ciples or received standard’ which brings us back to generally accepted accounting princi- 
ples and the accounting standards. 


2. Fair view 

The word view is important in that accounts cannot give a view in an abstract way. The 
view given cannot be divorced from the perceptions of a reader/user of the accounts. 
Again, the idea of fairness involves a number of thoughts including the following: 


(a) Expectation Any user has certain expectations from a set of accounts. He presumes 
that the accounts will conform to generally accepted accounting principles and the 
accounting standards. 


(b) Relevance The fair view from the point of view of a user must mean that the view 
given by the accounts will be relevant to the informational needs of the user. 
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(c) Objectivity It consists of extremely verifiable facts, rather than subjectively consid- 
ered opinions. In practice, as we have seen under ‘truth’, most accounting figures are sub- 
jective or contain a substantial subjective element. 


(d) Freedom from bias The producer of accounts (directors, managers) should not allow 
personal preferences to enter into their accounts preparation work. For example, a desire to 
show a favourable profit should not influence a manager’s assessment of the expected life 
of the fixed assets, or the saleability of stock. In practice, all human activities are influenced 
by personal experience and prejudice. The important thing is to be aware of this and for an 
auditor to be aware of the tendency to bias in all financial reporting. 


3. Beyond simple conformity 

The users of accounts expect accounts to conform to generally accepted accounting princi- 
ples and accounting standards. However, simple rigid conformity can give a misleading 
view. For example, inclusion of profit from overseas branches may mislead shareholders 
when those profits are not available to the shareholders because of exchange control restric- 
tions. 


4. Least as good 

At one time the prudence convention was so highly esteemed that shareholders and audi- 
tor’s expectations went no further than making sure that the true position was at least as 
good as that shown by the balance sheet. Despite modern insistence on fairness up and 
down, the least-as-good syndrome lurks in every accountant’s subconscious. 


5. Accounting principles 
The accounting principles and policies used should be 
e in conformity with accounting standards 
e generally accepted 
e widely recognised and supported 
e appropriate and applicable in the particular circumstances. 


In most areas, more than one policy will satisfy these criteria. For example, there are 
several different acceptable methods for depreciation and therefore several different meas- 
ures of profit, all of which may give a true and fair view. 


6. Disclosure 

Accounting is an aggregating and summarising process. A thousand transactions in a year 
can be summarised in a relatively few lines in a setting of accounts. The overall results and 
final position can only be appreciated by aggregating transactions and balances into suit- 
able classes and categories. Too much aggregation can hide individual figures or sub- 
classes that ought properly to be disclosed. On the other hand, too much disaggregation 
causes confusion between the wood and the trees and a general indigestibility. 


7. Materiality 

The elusive accounting principle of materiality is intimately bound up with the true and 
fair view. An item is material if its disclosure or non-disclosure would project any differ- 
ence to the view received by the user of the accounts. Fairness is therefore a function of 
materiality. 
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The Companies Act, 1956 has introduced the words “true and fair” in place of the 
words “true and correct” as appearing in the Companies Act, 1913. This is an important 
change and has far-reaching effects. 

The phrase “true and correct” means that the financial statements are arithmetically 
correct and that they correspond to the figures in the books of accounts. But it does not 
specifically mean that the financial statements are representing the actual state of affairs 
and actual working results. In fact, at present the auditor is supposed to verify whether the 
books of accounts show a true and fair view of the state of affairs of the company as well as 
the true and fair view of the financial result of the company. 


The phrase “true and fair” thus signifies in the auditor's report that the financial state- 
ments are representing a fair and actual financial position of the company and profit and 
loss for the period. It means that the financial statements are disclosing all the relevant 
information as are required by various provisions of the Companies Act. 

The major criticism of the phrase ‘true and correct’ was that in an accounting sense, 
there was insufficient distinction between the words ‘true’ and ‘correct’. As such, every fig- 
ure in the accounts could be justified and substantiated as both true and correct but, at the 
same time, the figures together could present a view to the reader of the accounts which 
could be misleading or even totally false when the accounts were read as a whole. 

It was for this reason that the word ‘fair’ was used to replace ‘correct’, despite the inher- 
ent vagueness and absence of precision that the former word implies. The word ‘fair’, by 
definition, requires a judgement which can only be determined subjectively. This subjectiv- 
ity and the related exercising of judgement provide the term with its true strength, at the 
same time it provides the auditor with his greatest challenge. 

An auditor’s assessment of whether accounts give a true and fair view, lacking as it 
does any legal or professional definition, necessitates a consideration of the accounts as a 
whole and the forming of an opinion concerning the overall impression conveyed by the 
accounts to the auditor and therefore to a reader. It also involves consideration of the sub- 
stance of the information disclosed in the accounts as well as its form. In fact, the phrase 
‘true and fair’ attempts to explain that accounts cannot be exact in all aspects due to the 
subjectivity of certain items, such as the valuation of closing stock and the provision for 
doubtful debts. The word ‘fair’ implies that the user should take an overall view of the 
financial statements and base interpretations on the figures as a set rather than an 
individual item. The word ‘true’ implies that the figures are decided on the facts as seen by 
the directors and the auditor but that other persons may draw different conclusions from 
the same facts. There is no attempt to make accounts precise in terms of mathematical 
accuracy as this is not possible due to need of estimation in certain cases. However, an 
attempt is made to ensure that the financial statements fairly reflect the company’s result 
for the period and its state of affairs at the balance sheet date. 


In view of this discussion, it can be stated that the concept ‘true and fair’ that are used 
in the auditor’s report is not appropriate in present day dynamic and complex nature of 
business environment. So, it is advocated that the audit report which should be free from 
criticism as to nature and pattern of disclosing material information should not use these 
equivocal words ‘true and fair’. It is expected that the Companies Act should be duly 
amended for taking special care in this matter. 
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11.15 SPECIMEN OF CLEAN AUDIT REPORT 


To 

The Shareholders 
XYZ Co. Ltd., Kolkata 
Dear Members, 


I/we have audited the annexed balance sheet of XYZ Co. Ltd. as at 31st March, 200x 
and also the profit and loss account of the company for the year ended on that date and 
report that— 


I/we have obtained all the information and explanations which to the best of my / our 
knowledge and belief were necessary for the purpose of audit. 


In my/our opinion proper books of accounts as required by law have been kept by the 
company so far as appears from my/our examination of such books and proper returns 
adequate for the purpose of my / our audit have been received from the branches not visited 
by us. 

The accounts of Chennai branch office have been adudited u/s 228 of the Companies 
Act by Subrata Renuka and Co. The report of the said accounts which has been forwarded 
to us has been dealt with by us, in the manner we have considered necessary, while prepar- 
ing this report. 

The balance sheet and the profit and loss account dealt with in this report are in agree- 
ment with the books of accounts. 


In my/our opinion and to the best of my /our information and according to the expla- 
nations given to me/us, the said accounts, together with the notes thereon, give the infor- 
mation required by the act in the manner so required and give a true and fair view : 


(i) In the case of the balance sheet of the state of the affairs of the company as at 31st 
March, 200X and 


(ii) In the case of profit and loss account of the profit of the company for the year ended 
on that date. 


For. G. G. Basu & Co. 

Kolkata Chartered Accountants 

Date Signature 
B. B. Basu (Partner) 


11.16 SPECIMEN OF QUALIFIED AUDIT REPORT 


To 

The Shareholders 
ABC Co. Ltd. Mumbai 
Dear Members, 


We have audited the annexed balance sheet of the ABC Co. Ltd. as at 200X and also the 
profit and loss account for the year ended on that date. We report that— 
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We have obtained all the information and explanations, which to the best of our knowl- 
edge and belief were necessary for the purpose of audit. 

In our opinion, proper books of accounts as required by law have been maintained by 
the company, kept in accordance with the accounting standards, so far as it appears from 
our examination of the books subject to the comments given here under: 

(i) The stocks of the company have been valued at a current replacement price, which is 
higher than the cost price to the extent of Rs. 1,03,000. 

(ii) Provisions for bad and doubtful debts has not been taken into consideration which 
should have been taken in view of the fact that some of the debts are quite old and 
time-barred. 

(iii) In the absence of stock registers, adjustments relating to the balances on the register 
have been accepted on the basis of the decisions of the management. 

The balance sheet and profit and loss account dealt with by the report are in agreement 
with the books of accounts and returns. 

Subject to the qualifications given above, in our opinion and to the best of information 
available and according to the explanations given to us, the said accounts, with the notes 
thereon and documents attached thereto give the information required by the law and 
accounting standards and gives a true and fair view: 

(i) in the case of the balance sheet of the state of affairs of the company as at 200x and 

(ii) in the case of the profit and loss account of the profit for the year ended on that date. 


Mumbai For S. K. Basu & Co. 
Date Chartered Accountants 
Signature 


S. K. Basu (Partner) 


11.17 LEGAL VIEWS AS REGARDS AUDIT REPORT 


ase Study eZ 


1. Case: Allen Craig & Co. (London) Ltd. (1934) 

Fact of the Case: The company made loss in each year of its existence, and there was 
a deficiency of assets to meet liabilities of over £ 40,000. In submitting the accounts 
for the year to 30th June, 1924 the auditor sent a letter to the company drawing 
attention to the serious position of the company, this being quite apart from the 
normal audit report. In 1927, in submitting the accounts for the years to 30th June, 
1925 and 1926 respectively, the auditor sent further letters, showing that there was a 
deficiency as regards creditors of nearly £ 11,000. 


The liquidator of the company took out a summon for misfeasance against the 
former managing director and the auditors asking for a declaration that such parties 
were liable for the debts of the company incurred after 30th June, 1925. 
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Legal View: It was held that the duty of the auditors, after having signed the report 
to be annexed to a balance sheet, is confined only to forwarding that report to the 
secretary of the company. It will be for the secretary or the directors of the company 
to convene a general meeting and send the balance sheet and report to members 
entitled to receive it. The auditor, in no way, will be held liable in this situation. 


2. Case: London and General Bank Ltd. (1895) 
Fact of the Case: The company, in this case, had not made adequate provision for 
bad debts. The auditor had discovered that the debts were doubtful and had clearly 
reported the situation to the directors. But when the directors failed to make 
provisions, instead of reporting the fact equally clearly to the shareholders, he 
simply made the statement that “the value of the assets is dependent upon the 
realisation.” It was held that the auditor had failed in his duty to convey information 
clearly in his report and he was made liable for certain dividend improperly paid. 
Legal view: This case underlined the dangers of equivocal statements in audit 
report. In the course of his judgement, Justice Lindley, L. J. said, “information ‘and 
means of information are by no means equivalent terms. An auditor who gives 
shareholders means of information does so at his peril and runs the very serious risk 
of being held, judicially, to have failed to discharge his duty”. 
It was held in this case that an auditor has a duty to convey facts clearly to sharehold- 
ers. The auditor whose duty it is to convey information to others does not discharge 
that duty by simply giving them so much information as is calculated to induce them 
or some of them to ask for more. 


POINTS TO PONDER 


A report is a statement of collected and considered facts, so drawn up as to give clear and 
concise information to persons who are not in possession of full facts of the subject matter 
of the report. 

An audit report is a written statement of the auditor containing his independent 
professional opinion about the truth and fairness of accounts and financial statements 
examined by him. 

The essentials of good audit report include simplicity, clarity, brevity, firmness, 
objectivity, consistency, relevance and reference to auditing and assurance standards. 
Only the person appointed as the auditor of the company or where a firm is so appointed, 
only a partner in the firm practicing in India may sign the audit report. 

In addition to the provisions regarding auditor’s report in section 227 of the Companies 
Act, in respect of certain types of companies, The Companies (Auditor’s Report) Order, 
2003 issued by the central government is also applicable. 

The basic elements of the audit report are title, address, identification of financial 
statements, reference to the auditing standards, opinion on the financial statements, 
signature, address of the auditor and dating of the report. J 
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(o 


Audit certificate should not be confused with the audit report. Audit certificate confirms ) 


the correctness of the statements prepared by the client. But audit report is the auditor's 
expression of opinion regarding the fairness of the financial statements in reflecting the 
financial result and the financial position of the organization. 

Audit report can be basically of four types, which are clean report, qualified report, 
adverse report and disclaimer of opinion. 

When the auditors are satisfied with the truth and correctness of the financial statements 
of accounts without any qualifications, they give a clean report. In some cases, the 
auditors are unable to give such an opinion for one or more of a large variety of reasons. In 
these cases, an auditor is said to give a qualified report. 

The concept ‘true and fair’ view that are used in the auditor’s report is not appropriate in 
present day dynamic and complex nature of business environment. So, the audit report, 
which should be free from criticism as to nature and pattern of disclosing material 
information, should not use these equivocal words ‘true and fair’. 


The audit report is of great value not only to the shareholders of the company, but also to 
those persons who are interested in the affairs of the business, i.e., the employees, 
investors, creditors, government and other financial institutions. 

The auditor should report whether in his opinion and to the best of his information and 
according to the explanations given to him, the balance sheet gives a true and fair view of 
the company’s affairs at the end of the financial year and the profit and loss account gives 
a true and fair view of the profit and loss for the financial year. J 


REVIEW QUESTIONS 


Short-answer Questions 


1. 


An R WON 


What do you mean by ‘auditor’s report’? 

What is piecemeal report? 

Distinguish between auditor's report and auditor's certificate. 

Is there any difference between an adverse and a qualified report? 

“Information and means of information are by no means equivalent terms.” Explain. 
What are the contents and format of an audit report? 


Essay-type Questions 


1, 


What is meant by Auditor's Report? Discuss the characteristics of a good audit report. What 
is the value of Auditor’s Report ? 


State the matters required by the Companies Act, 1956 to be stated in auditor’s report to the 
shareholders on the accounts of a company audited by such auditor. 


What is a Clean Report? Give a specimen of a clean report of the auditor. 
What is a Qualified Report? Give a specimen of a qualified report of the auditor. 


How many types of audit reports may be submitted by a company auditor and in what cir- 
cumstances? Discuss briefly. 
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6. Under Section 227 (4A) of the Companies Act (1988), some additional information is to be 
given by the auditor in his report to the shareholders. State those matters. 


7. What are the events that may occur after the preparation of balance sheet? Do you think that 
those events should be incorporated in auditor’s report? 
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A well-organised and efficient banking system is a pre-requisite for economic growth. 
Banks play an important role in the functioning of organised money markets. They act as a 
conduit for mobilising funds and channelising them for productive purposes. The Indian 
banking system, like the banking system in other countries, has played a significant role in 
the economic growth of the country. In order to meet the banking needs of various sections 
of the society, a large network of bank branches has been established. The volume of opera- 
tions and the geographical spread of banks in India are steadily on the rise. 


12.1 INTRODUCTION 


12.2 AN OVERVIEW OF BANKING INSTITUTIONS IN INDIA 


Presently, there are four types of banking institutions in India. These are: 
e Commercial banks 
e Regional rural banks 
e Co-operative banks 
e Development banks (more commonly known as ‘term-lending institutions’) 
Besides, the Reserve Bank of India (hereinafter referred to as RBI) acts as the central 
bank of the country. 


Commercial banks are by far the most wide spread banking institutions in India. Typi- 
cally, commercial banks provide the following major products and services. 


Acceptance of deposits Acceptance of deposits from the public is one of the most 
important functions of a commercial bank. Commercial banks accept deposits in various 
forms like term deposits, savings bank deposits, current account deposits, etc. 


Granting of advances This again is an important function of commercial banks. 
Advances granted by commercial banks take various forms such as cash credit, overdrafts, 
purchase or discounting of bills, term loans, etc. 


Remittances Remittances involve transfer of funds from one place to another. Two of 
the most common modes of remittance of funds are drafts and telegraphic/ mail transfers 
(TT/ MT). Electronic funds transfer is another mode of remittance, which facilitates almost 
instantaneous transfer of funds between two centres electronically. 


Collections The customers can lodge various instruments such as cheques, drafts, pay 
orders, travellers cheques, dividend and interest warrants, tax refund orders, etc. drawn in 
their favour and the trade bills drawn by them on their buyers with their bank for collection 
of the amount from the drawee. Banks also collect instruments issued by post offices, like 
national savings certificates, postal orders, etc. 

Electronic Clearing Service (ECS) is also in vogue. ECS takes two forms: ECS credit or 
ECS debit. 


Cash management product A derivative of the collection business, this facility is pro- 
vided for expeditious transfer of funds collected by a customer at the specified centres in 
the country to his central account with the use of computer / satellites. It is particularly use- 
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ful for large units which have their sales / collection network in a very wide geographical 
area. 


Issuance of letters of credit and guarantees These are two important services ren- 
dered by banks to customers engaged in business, industrial and commercial activities. A 
letter of credit (LC) is an undertaking by a bank to the payee (the supplier of goods and/or 
services) to pay to him, on behalf of the applicant (the buyer) any amount up to the limit 
specified in the LC, provided the terms and conditions mentioned in the LC are complied 
with. The guarantees are required by the customers of banks for submission to the buyers of 
their goods/services to guarantee the performance of contractual obligations undertaken 
by them or satisfactory performance of goods supplied by them. 


Merchant banking business Many bank branches act as collection agents for issue busi- 
ness for merchant bankers. The customers and the banks have to agree to the modalities of 
the scheme, like names of branches authorised as collecting branches, the procedure for 
retaining the subscription and its remittance periodically, the documents required by the 
customer from the collecting branches, etc. 


Credit cards The processing of applications for issuance of credit cards is usually 
entrusted to a separate division at the central office of a bank. The dues against credit card 
are collected by specified branches. Most cards issued by banks are linked to one of the 
international credit card networks like VISA, Master or Amex. 


Technology-based services Some banks have started providing internet banking serv- 
ices. Besides, some banks also provided remote log-in facility to their selected clients. In this 
facility, a terminal is provided to the customer at their work place. He is given an 
access code through which he can gain access to his account at the branch and if the 
arrangements so provide, operate his account. 


Dividend/Interest/Refund warrants Many entities require facilities for distribution of 
funds to their shareholders and others. For this purpose, they issue warrants in favour of 
shareholders/others payable at designated branches of specified banks, with prior 
arrangements with the banks concerned. The aggregate amount of the warrants or other 
instruments issued is deposited by the entity with a nodal branch. The designated branches 
pay the warrants when presented to them. 


Safe-keeping services Banks provide services for safe keeping of the scrips and valu- 
ables of customers in their vaults. A receipt is issued to the customer by the branch at the 
time of deposit of the items and an acknowledgement is obtained from him at the time of 
delivery. 


Lockers This facility is provided to the customers for safe keeping of their valuables in 
lockers. The branch has no knowledge of the contents of the locker. Only the account holder 
or his authorised representative can operative on the locker. 


Handling government business Banks act as agents for receipts and payments on 
behalf of various government departments. There are authorised branches to handle the 
specified type of work. Normally, a specified branch acts as a nodal branch for a particular 
segment of the government business within a given geographical area. 
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Depository participant services The depository system is meant to facilitate quick 
transfer of stock market securities in a dematerialised form from the seller to the buyer by 
using satellite connectivity. Each participatory branch has to get itself registered with a 
depository. The customer has to open an account with the branch, which provides the DP 
services. 


Automated Teller Machines (ATMs) Operations on ATMs are through a card, which 
contains information about the cardholder in a magnetic form. The cardholder has to use 
the password to carry out any transaction through ATM. Farlier, ATMs were used merely 
as cash dispensing machines but now-a-days, other services like issue of drafts, deposit of 
cash and instruments, balance enquiry etc. are also being provided by many banks. ATMs 
may be on-site or off-site. 


Exchange of notes Banks exchange mutilated notes from the public for good quality 
notes. These mutilated notes are periodically sent to the RBI, which gives equivalent credit 
to the branch concerned. 

Commercial banks operating in India can be divided into two categories based on their 
ownership, i.e. public sector banks and private sector banks. However, irrespective of the 
pattern of ownership, all commercial banks in India function under the overall supervision 
and control of the RBI. 


12.3 LEGISLATION RELEVANT TO AUDIT OF BANKS 


Different acts are relevant to audit of different types of banks. An auditor should know the 
specific provisions of the act(s) applicable to the type of bank under audit. 

Following are the important acts relevant for bank audit: 

e Nationalised banks are governed by the provisions of the relevant Banking Compa- 
nies (Acquisition and Transfer of Undertakings) Act, 1980. Certain provisions of the 
Banking Regulation Act, 1949 also apply to nationalised banks. 

e Non-nationalised banking companies are governed by the provisions of the Banking 
Regulation Act, 1949 and those provisions of the Companies Act, 1956 which are not 
inconsistent with the provisions of the Banking Regulation Act, 1949. 


e The Co-operative Societies Act, 1912 or the Co-operative Societies Act of the state in 
which they are situated, as well as part V of the Banking Regulation Act, 1949, gov- 
erns co-operative banks. 

e The Regional Rural Banks Act, 1976, governs regional rural banks. The provisions of 
the State Bank of India Act, 1955 and State Bank of India (Subsidiary Banks) Act, 
1959 apply to State Bank of India and its subsidiaries respectively. Certain specified 
provisions of the Banking Regulation Act, 1949 are also applicable to regional rural 
banks as well as to State Bank of India and its subsidiaries. 

Besides the above, the provisions of the Reserve Bank of India Act, 1934 also affect the 

functioning of banks. This Act gives wide powers to the Reserve Bank of India to give direc- 
tions to banks. 
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12.3.1 Legal Provisions Relating to Accounts 


Section 29 of the Banking Regulation Act deals with the obligations of banks regarding 
maintenance of accounts and preparation of financial statements. According to the provi- 
sions of this section- 

e Every bank has to prepare a balance sheet and a profit and loss account as on March 
31st every year in the forms set out in the Third Schedule to the Act or as near thereto 
as the circumstances admit. 

e The financial statements of banks are to be signed by the manager or the principal 
officer and by at least three directors. 

e Incase of banking companies, the provisions of the Companies Act, 1956 relating to 
financial statements are also applicable to the extent they are not inconsistent with 
the requirements of the Banking Regulation Act, 1949. 

e As per the Third Schedule to the Banking Regulation Act, the balance sheet of a bank 
is to be prepared in vertical form and assets and liabilities will be classified as in the 
following manner. 


APA Classification of assets and liabilities 


Capital and liabilities Assets 
Capital CashandbalancewithRBI 
Reserveandsurplus Balancewithbanksandmoneyatcallandshornotice 
Deposits Investments 
Borrowings Advances 
OthetiabilitieandProvisions Fixecassets 
Otherassets 


e Contingent liabilities and bills for collection are also to be disclosed. 


e The profit and loss account is also required to be prepared in vertical form and it will 
show the main items of income (interest earned and other income), expenditure 
(interest expended, operating expenses and provisions) and appropriations. 

Apart from the requirements of the Third Schedule to the Banking Regulation Act, 1949 
the financial statements of a bank have to include additional disclosures required by 
Reserve Bank of India from time to time. The RBI has issued detailed notes and instructions 
for compilation of balance sheet and profit and loss account of banks. These notes and 
instructions are very useful to the auditor. 


Legal Provisions Relating to Audit 
The legal provisions relating to bank auditors are as follows: 


Appointment of auditors 


The auditor of a bank has to be a person who is duly qualified under law to be an auditor of 
a company. So, Section 226 of the Companies Act applies in case of appointment of auditor 
of a bank. Previous approval of RBI is required for appointment of auditor of a bank. The 
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following are the appointing authorities of auditors of banks: 


W1 PA Appointing authorities of auditors for banks 


Bank Appointing authority 
Nationalisdðanks Boarœf Directors 
Bankin ompanies Shareholdehs AGM 
StateBanlofindia RBlinconsultatianithCentrayovernment 
Subsidiariesf StateBantofindia StateBanlofindia 
Regional Rural Banks Concerned bank with the approval of central government 


A detailed procedure is followed for appointment of central auditors as well as branch 
auditors of nationalised banks including State Bank of India and its subsidiaries. Each 
nationalised bank usually appoints four to six statutory central auditors and one auditor for 
each of its branches. 


Procedure of appointment 


Central statutory auditors The statutory central auditors are appointed by the bank 
concerned on the basis of the names recommended by RBI from out of a panel of auditors. 
The RBI formulates required norms on the basis of which a panel is prepared by the Comp- 
troller and Auditor General of India. 


Branch auditors For the appointment of branch auditors in case of nationalised banks 
including State Bank of India and its subsidiaries, RBI maintains a panel which is prepared 
by ICAI. ICAI invites applications for this purpose for empanelment. On the basis of these 
applications, ICAI prepares and sends the panel to RBI. 

The remuneration of statutory central auditors as well as branch auditors is fixed on the 
basis of certain norms laid down by RBI. 


Rights and liabilities of auditors 


The auditor of a bank has the same rights and liabilities as those of a company auditor with 
the following exceptions. 


Re: Right The rights and powers of the auditors of a co-operative bank are governed by 
the relevant Co-operative Societies Act. 


Re: Liabilities If a person, in any return, balance sheet or other document, wilfully and 
knowingly makes a statement, which is false in any material particular or wilfully omits to 
make a material statement, he is liable for punishment with imprisonment for a term which 
may extend to three years and is also liable to fine under Section 46 of the Banking 
Regulation Act. 


Special audit 

In addition to the normal audit, a special audit of a bank can be ordered by RBI under Sec- 
tion 30 (1B) of the Banking Regulation Act. If the RBI is of the opinion that it is necessary to 
do so in public interest or in the interest of the bank or its depositors, it can give the order for 
special audit. 
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For conducting the special audit, RBI may either appoint any person who is qualified to 
act as a company auditor or direct the statutory auditor of the bank to conduct the special 
audit. 


12.4 APPROACH TO BANK AUDIT 


Banks have the following characteristics, which distinguish them from most other commer- 
cial enterprises. 


Rigorous internal control system They have custody of large volumes of monetary 
items, including cash and negotiable instruments, whose physical security has to be 
ensured. This applies to both the storage and the transfer of monetary items and makes 
banks vulnerable to misappropriation and fraud. They, therefore, need to establish formal 
operating procedures, well-defined limits for individual discretion and rigorous systems of 
internal control. 


Complex accounting system They engage ina large volume a variety of transactions in 
terms of both number and value. This necessarily requires complex accounting and internal 
check system. 


Greater decentralisation of authority They normally operate through a wide net- 
work of branches and departments, which are geographically dispersed. This necessarily 
involves a greater decentralisation of authority and dispersal of accounting and control 
functions, with consequent difficulties in maintaining uniform operating practices and 
accounting systems, particularly when the branch network transcends national boundaries. 


Off-balance-sheet items They often assume significant commitments without any 
transfer of funds. These items, commonly called ’ off-balance-sheet’ items, may not involve 
accounting entries and, consequently, the failure to record such items may be difficult to 
detect. 


Regulatory requirements They are regulated by governmental authorities and the 
resultant regulatory requirements often influence accounting and auditing practices in the 
banking sector. 


Special audit considerations arise in the audit of banks because of the following: 


1. Risk attachment The particular nature of risk associated with the transactions under- 
taken by banks. 


2. Scale of banking operation The scale of banking operations and the resultant signifi- 
cant exposures, which can arise within short periods of time. 


3. Statutory requirement effect The continuing development of new services and 
banking practices, which may not be matched by the concurrent development of account- 
ing principles and auditing practices. 

The auditor should consider the effect of the above factors in designing his audit 
approach. 
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As in the cases of any other audit, the audit of banks involves the following stages: 
e Preliminary work 


12.5 STAGES IN AUDIT OF BANKS 


e Evaluation of internal control system 
e Preparation of audit programme for substantive testing and its execution 
e Preparation and submission of audit report 


12.5.1 Preliminary Work 


AAS 20. Knowledge of business requires that in performing an audit of financial state- 
ments, the auditor should have or obtain knowledge of the business sufficient to enable the 
auditor to identify and understand the events, transactions and practices that in the audi- 
tors judgment, may have a significant effect on the financial statements or on the examina- 
tion or audit report. The auditor’s level of knowledge for an engagement would include a 
general knowledge of the economy and the industry within which the entity operates, and 
a more particular knowledge of how the entity operates. Knowledge of the business pro- 
vides a frame of reference within which the auditor exercises professional judgment and 
assists him in assessing risks and identifying problems, planning and performing the audit 
effectively and efficiently, and evaluating the audit evidence. 

The auditor should accordingly acquire a knowledge of the regulatory environment in 
which the bank operates. Thus, the auditor should familiarise himself with the relevant 
provisions of applicable law(s). He should be well acquainted with the provisions of the 
Banking Regulation Act, 1949, as well as any other applicable law(s) (e.g. Companies Act, 
1956 in the case of audit of a banking company) particularly in so far as they relate to prepa- 
ration and presentation of financial statements and their audit. The auditor should also 
have an understanding of the various guidelines issued by the RBI in so far as such guide- 
lines have a bearing on his work. 

The auditor should also acquire knowledge of the economic environment in which the 
bank operates. Similarly, the auditor needs to acquire good working knowledge of the serv- 
ices offered by the bank. In acquiring such knowledge, the auditor needs to be aware of the 
many variations in the basic deposit, loans and treasury services that are offered and 
continue to be developed by banks in response to market conditions. To do so, the auditor 
needs to understand the nature of services rendered through instruments such as letters of 
credit, acceptance, forward contracts, and other similar instruments. A bank’s lone portfo- 
lio may have large concentration of credit to highly specialised industries, e.g. hire pur- 
chase and leasing, software, infrastructure etc. Evaluating the nature of these may require 
knowledge of the business and reporting practices of those industries. Besides, there are a 
number of risks associated with banking activities, which, though not unique to banking, 
are sufficiently important in that they serve to shape banking operations. An understand- 
ing of the nature of these risks may help the auditor in perceiving the risk inherent in differ- 
ent aspects of a bank’s operations and thus assist him in determining the degree of reliance 
on internal control and the nature, timing and extent of his other audit procedures. 

The auditor should also obtain an understanding of the accounting system of the bank 
and the terminology used by the bank to describe various types of transactions and opera- 
tions. Most banks have well-designed accounting and procedures manual which can serve 
as an important source of information on these aspects. 
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In the case of joint auditors, it would be preferable that each joint auditor also obtains a 
general understanding of the books and records, etc. relating to the work of other joint au- 
ditors. 

In addition to the above, the auditor should also undertake the following: 

e Review relevant instructions issued by the bank, particularly those relating to clos- 
ing of annual accounts. These instructions contain standardised accounting proce- 
dure required to be followed at head office, at regional offices, zonal offices and 
branches. 


e Review the audit report for the previous year including the long term audit report. 
In case of branch auditors, the audit report on the financial statements of the branch 
for the previous year or for the audit last conducted should be reviewed. The pur- 
pose of this review is to understand the nature of observations/comments made on 
the financial statements and for enquiring into the follow-up action taken on matters 
contained in such report. 
e Review the revenue audit reports, internal audit reports, inspection reports and con- 
current audit reports pertaining to the bank/branch, as the case may be. 
The above review would help the auditor in gaining an understanding of the nature 
and volume of operations and the structure of assets and liabilities of the bank/branch as 
also of the nature of adverse feature observed in the past. 


12.5.2 Evaluation of Internal Control System 


Internal control evaluation is an important element of audit process. In the case of audit of 
banks, it assumes even greater importance due to the enormous volume of transactions 
entered into by banks. Evaluation of design and operation of internal control system ena- 
bles the bank auditors to perform more effective audits. The auditor should, therefore, 
study and evaluate the design and operation of internal controls. This would assist him in 
determining the nature, timing and extent of substantive procedures in various areas, 
depending upon whether the internal controls are adequate and observed in practice. 


12.5.3 Preparation of Audit Programme for Substantive Testing and 
Its Execution 


Having familiarised himself with the requirements of audit, the auditor should prepare an 
audit programme for substantive testing which should adequately cover the scope of his 
work. In framing the audit programme, due weightage should be given by the auditor to 
areas where, in his view, there are weaknesses in the internal controls. The audit 
programme for central auditors would be different from that of the branch auditors. At the 
branch level, basic banking operations are to be covered by the audit. On the other hand, 
the central auditors have to deal with consolidation of branch returns (both audited and 
unaudited), investments and items normally dealt with at the head office. 

The auditor should ensure that the work is executed in accordance with the audit pro- 
gramme by persons having the requisite skills and competence. 


12.5.4 Preparation and Submission of Audit Report 


The audit report is the end product of the audit. It is through the medium of the audit report 
that the auditor conveys his observations /comments on the financial statements. The form 
and content of the audit report should be determined by the auditor taking into account his 
terms of engagement and applicable statutory, regulatory and professional requirements. 


Audit of Banks & 


Banking is a dynamic activity, which has constantly been undergoing changes. In recent 
years particularly there has been a perceptible change in the nature, volume and spread of 
transactions of banks. Apart from a significant increase in the volume of transactions of 
banks, the non-traditional functions of banks, e.g. investment, merchant banking, foreign 
exchange activities etc. have acquired a considerable significance during this period. The 
auditors of bank should familiarise themselves thoroughly with the changes in operations 
of banks as also changes in environment having an effect on bank’s activities. They should 
adopt audit techniques and procedures that respond effectively to the changes in circum- 
stances. Apart from verifying the assets and liabilities, the auditors should also apply 
appropriate audit techniques to those transactions, which have material impact on the fi- 
nancial statements of banks. Thus, apart from verification of year-end balances, the audi- 
tors should also evaluate the effectiveness of design and operation of internal controls, 
review the follow-up action on weaknesses pointed out in reports of internal auditors, con- 
current auditor etc. carryout a selective verification of transactions which have taken place 
during the year, and apply appropriate analytical procedures in forming their opinion. For 
example, apart from verification of year-end cash balance, an auditor may also look into 
any abnormal pattern of cash holdings at the branch. Similarly, in respect of advances, he 
may examine whether the account is being conducted regularly, whether interest is being 
paid as per schedule, and so on. While verifying income, the auditor may compare the yield 
on advances with the corresponding figures for the previous year. The auditor may also 
compare the first half-yearly results with the second half-yearly results. It may, however, be 
emphasised that the exact nature, timing and extent of audit tests to be performed is a mat- 
ter of professional judgment of the auditor. 


12.6 AUDIT PROCEDURES 


It may be emphasised that it is the duty of an auditor to exercise reasonable skill, care 
and caution in examining whether the financial statements present a true and fair view, 
including whether they reflect the substance of various transactions and not merely their 
legal form. An auditor has to exercise reasonable care and skill but he need not proceed 
with suspicion unless the circumstances are such as to arise suspicion or ought to arise 
suspicion in a professional man of reasonable competence. 

An important issue relating to the audit procedures that the auditor should perform 
when he encounters circumstances that cause him to suspect, or when he determines, that a 
fraud has occurred, e.g. when the auditor becomes aware of certain frauds on going 
through the vigilance reports. Reference to the management note on nature of frauds com- 
mitted during the year or in the immediately preceding year in the bank would also be of 
help to branch auditor while conducting the audit. 


The RBI has wide powers to control advances by banks and to give directions to banks. 
In exercise of these powers, the RBI issues, from time to time, directions to banks on 
accounting and operational matters. These directions relate to a wide range of functions of 
banks, from interest rate structure to treatment and/or disclosure of specific items in 
balance sheet and profit and loss account of banks. Considering the specific duties of 
statutory auditors of banks as laid down in the relevant legislation, they cannot be expected 
to examine compliance with all the directions. However, as a part of their audit, they 
should examine compliance with those directions of the Reserve Bank of India, which have 
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a direct and material effect on the balance sheet or profit and loss account of a bank. In this 
regard, it may be noted that the Board of Directors of each bank also monitors compliance 
with the directions of the RBI. As such, a reference to the minutes of board meetings may be 
useful to the auditor. 

It should, however, be recognised that even where the statutory auditor of a bank 
examines and reports on compliance with the directions of the RBI as aforesaid, he is not 
bound by these directions in forming his opinion about the true and fair view of the finan- 
cial statements of the bank. The responsibility for forming and expressing an opinion on the 
financial statements is that of the statutory auditor. He should, therefore, exercise his pro- 
fessional judgment in forming an opinion, which is appropriate in the facts and circum- 
stances of the particular case. 


12.7 ADVANCES 


In a bank branch, advances usually constitute the maximum amount of assets. Normally 
banks sanction advances against security of tangible assets. The bank may also require that 
the borrower should furnish guarantees of third parties for repayment of the advances. In 
some cases, the banks also grant advances without any security. 


12.7.1 Legal Provisions Regarding Advances 


According to the Banking Regulation Act, certain restrictions are imposed against the 
granting of advances by the banks. These are the following: 


Section-20 
A bank cannot make any loans or advances on the security of its own share. A bank is also 
not permitted to enter into any commitment for granting any loan or advance to or on 
behalf of the following. 
(a) Any of its directors 
(b) Any firm in which any of its directors is interested as a partner, manager, employee 
or guarantor 
(c) Any company (except its own subsidiary or a company registered under section 25 
of the Companies Act, 1956 or a government company) of which, or of a subsidiary 
of the holding company of which, any of its directors is a director, manager, 
employee or guarantor or in which he holds substantial interest 
(d) Any individual in respect of whom any of its directors is a partner or guarantor 


Section-20A 

A bank is prohibited from remitting the whole or any part of the debts due to it by certain 
persons (any director of the bank, any firm or company in which any such director is a 
director, partner or guarantor, and any individual of whom any director of the bank is a 
partner or guarantor) without the prior approval of RBI. 


Section-21 


The RBI has the power to determine the policy in relation to advances to be followed by 
banks generally, or by any bank in particular and can give directions to bank regarding the 
purposes for which advances may or may not be given, the margins to be maintained, 
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maximum amount of advances to any one party, the rate of interest and other terms and 
conditions of advances. 


12.7.2 Prudential Norms of RBI Relating to Advances 


The RBI has prescribed the prudential norms relating to advances classification on the basis 
of record of recovery, creation of provision for doubtful advances and timing of recognition 
of income on doubtful advances. The important features of these norms can be stated as 
follows: 


Classification of advances 
Advances are to be classified into two broad categories, standard advances and non-per- 
forming Advances. 

A standard advance is an advance, which does not disclose any problems and does not 
carry more than the normal risk attached to the banking business. 

A non-performing advance is an advance other than a standard advance. Non- 
performing advances are to be further classified into three sub-categories—sub-standard 
advances, doubtful advances and loss advances. 

A sub-standard advance is one, which has been classified as NPA (non-performing 
assets) for a period not exceeding 12 months. 

A doubtful advance is one, which has remained in the sub-standard category for 12 
months. 

A loss advance is one, which has been identified by the bank or by its internal or exter- 
nal auditors or by RBI inspection but the amount has not been written off. 


When advances become NPA 

Once an advance is classified as NPA, adequate provision against the same has to be cre- 
ated. In addition to that income from such advances has not to be recognised until realised. 
Following norms have been prescribed to determine when an advance will become NPA. 


1. Term loans A term loan account should be identified as NPA if interest and/or any 
instalment of principal remain overdue for a period of more than 90 days. This is applicable 
for all term loans except agricultural advances. 


2. Cash credits and overdrafts A cash credit or overdraft account should be treated as 
NPA if it remains out of order. Cash credit or overdraft account becomes out of order in the 
following circumstances: 
(a) If the outstanding balance in the principal operating account remains continuously 
in excess of the sanctioned limit for 90 days as on the date of the balance sheet. 
(b) Though the outstanding balance is less than the sanctioned limit, there are no credits 
continuously for 90 days as on the date of the balance sheet. 
(c) The credits are not enough to cover the interest debited during the same period. 


3. Bills purchased/discounted A bill purchased / discounted should be treated as NPA 
if the bill remains overdue for a period of more than 90 days. 


4. Agricultural advances A loan granted for short duration crops is to be treated as 
NPA, if the instalment of principal and/or interest thereon remains overdue for two crop 
seasons. 
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A loan granted for long duration crops (longer than one year) will be treated as NPA if 
the instalment of principal and/or interest thereon remains overdue for one crop season. 


5. Other accounts Credit facilities other than those mentioned above should be treated 
as NPA if any amount in respect of such a facility will remain overdue for a period of more 
than 90 days. 


Provision for non-performing advances: 


The banks are required to make provisions against sub-standard advances, doubtful 
advances and loss advances. The norms in this regard are as follows. 


1. Loss advances The entire advances should be written off. If the advances are permit- 
ted to remain in the books for any reason, 100% of the outstanding should be provided for. 


2. Doubtful advances Provision has to be made for unsecured as well as secured por- 
tion as follows: 


(a) 100% to the extent to which the advance is not covered by the realisable value of the 
security to which the bank has valid recourse and the realisable value of which is 
estimated on a realistic basis should be provided for. 


(b) Provision in respect of the secured portion should be made as follows: 


AEF Provision for doubtful advances 


Period for which the advance has been considered as doubtful Percentage of provision 
Up to one year 20 
Onetothreeyears 30 


More than three years 


a) Outstandingjockof NMA asonMarctl81 ,2004 60witheffecfromMarcl81 ,2005 
75 with effect from March 31, 2006 
100 with effect from March 31, 2007 


b) Advances classified as doubtful-more than three years100 with effect from March 31, 2005 
onorafterAprill ,2004 


3. Sub-standard advances A general provision of 10% of the total outstanding should 
be made. The unsecured exposures, which are identified, as sub-standard would attract ad- 
ditional provision of 10%, i.e. a total of 20% on the outstanding balance. 


4. Standard advances A general provision of a minimum of 0.25 % should be made on 
standard advances on global loan portfolio basis. However, the provisions on standard 
advances should not be deducted for arriving at net NPA. 


Provision for bad and doubtful debts 

The central auditor should examine the adequacy of provisions in respect of each of the 
categories under which advances are shown in the balance sheet of a bank. In evaluating 
such adequacy, the auditor should specifically consider the guidelines issued by the RBI in 
this regard. The norms prescribed by the RBI provide a uniform and objective manner of 
determining the required provision. 
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According to the Guidance Note on bank audit issued by ICAI, these norms should be 
considered as the minimum quantum of provision and if the situation demands a higher 
provision in the context of the threats to recovery, such higher provision should be made. 
So, the norms regarding the provisions for doubtful debts as prescribed by the RBI do not 
influence the judgment of the auditor regarding the risks of non-recovery of advances and 
also the amount of provision required. The provisions of the Banking Regulation Act also 
support the necessity of auditor's judgment regarding provision for doubtful debts. 
According to Section 15 of the said Act, the provision for doubtful debts is to be made to the 
satisfaction of auditors in the context of payment of dividends. 


12.8 INCOME RECOGNITION 


In line with the international practices and as per the recommendations made by the com- 
mittee on the financial system, the RBI has introduced, in a phased manner, prudential 
norms of income recognition of the banks so as to move towards greater consistency and 
transparency in the published accounts. 


The basis of income recognition in case of bank can be summarised in the following 
way: 


12.8.1 Income from Advances 


In respect of advances against term deposits, National Savings Certificates eligible for sur- 
render, Indira Vikas Patras, Kisan Vikas Patras and life insurance policies, interest may be 
recognised on due dates even when any amount in respect of such advances is overdue for 
the prescribed period. However, this interest can only be recognised if there is adequate 
margin available in the account. 

Fees and commissions earned by the bank as a result of re-negotiation or rescheduling 
of outstanding advances should be recognised on an accrual basis over the period of time 
covered by the re-negotiated or rescheduled period of credit. 


12.8.2 Income from Non-performing Assets 


Interest, fee, commission etc. pertaining to non-performing assets should not be recognised 
in the profit and loss account unless the same has been realised. Interest realised on a non- 
performing asset may be taken to the profit and loss account if the credits in the accounts 
towards interest are not out of fresh / additional credit facilities sanctioned to the borrower 
concerned. 

If any advance becomes NPA as at the close of any year, the amount of fees, interest, 
commission etc. credited to the profit and loss account in the corresponding financial year 
should be reversed or provided for, if the same has not been realised. In the case of assets 
given on finance lease, the finance charge component of finance income which was accrued 
and credited to income account in the last accounting year before the asset became non- 
performing but which remains, should be reversed or provided for in the current account- 
ing period. 

Banks are permitted to debit interest to an NPA account and take the same interest to 
suspense account or to maintain only a record of such interest in pro-forma account. 


& Auditing: Principles and Techniques 


The bank should adopt a uniform and consistent policy regarding appropriation of 
partial recoveries in NPAs towards interest due and principal where there is no clear agree- 
ment between the bank and the borrower in this aspect. 


12.9 BANK AUDIT REPORT 


The bank auditor has to make his report directly to the bank. The contents of the auditor’s 
report in the case of different types of banks are somewhat different. The report of the 
auditor of a nationalised bank is to be verified, signed and transmitted to the central gov- 
ernment. The auditor has also to forward a copy of the audit report to the bank concerned 
and to the RBI. 

In addition to the matters, which the auditor is required to state in his report under the 
Companies Act, the auditor of a bank has also to state the following in his report: 
1. In case of banking companies the auditor should include in his report the following: 

(a) Whether or not the information and explanations required by him have been found 
to be satisfactory. 

(b) Whether or not the transactions of the company which have come to the notice have 
been within the powers of the company. 

(c) Whether or not the returns received from branches of the company have been found 
adequate for the purposes of his audit. 

(d) Whether the profit and loss account shows a true balance of profit or loss for the 
period covered by such account. 

(e) Any other matter, which he considers should be brought to the notice of the share- 
holders of the company. 

2. In case of nationalised banks the auditor of a nationalised bank, State Bank of India or its 
subsidiary, is required to report to the central government and has to state the following in 
his report: 

(a) Whether in his opinion the balance sheet is a full and fair balance sheet containing all 
the necessary particulars and is properly drawn up so as to exhibit a true and fair 
view of the affairs of the bank and in case he had called for any explanation of infor- 
mation, whether it has been given and whether it is satisfactory. 

(b) Whether or not the transactions of the bank, which has come to his notice, have been 
within the powers of the bank. 

(c) Whether or not the returns received from the offices and branches of the bank have 
been found adequate for the purpose of his audit. 

(d) Whether the profit and loss account shows a true balance of profit or loss for the 
period covered by such account. 

(e) Any other matter, which he considers should be brought to the notice of the central 
government. 


12.9.1 Long Form Audit Report (LFAR) 


Apart from the audit report on the financial statements, the auditor of a nationalised bank, 
State Bank of India and any of its subsidiaries or a banking company including a foreign 
bank has also to prepare a Long Form Audit Report (LFAR). 
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The LFAR highlights certain important aspects of the working of a bank and its 
branches. Guidance notes issued by ICAI on audit of banks also deals with LFAR. In case of 
branches, the auditors have to answer a detailed questionnaire formulated by the RBI. 

Where any of the comments made by the auditor in his LFAR is adverse, he should con- 
sider whether a qualification in his main report is necessary. It should not however be 
assumed that every adverse comment in the LFAR would necessarily result in a qualifica- 
tion in the main report. In deciding whether a qualification in the main report is necessary, 
the auditor should use his judgments in the facts and circumstances of each case. 


The various important aspects of long form audit report as recommended by the insti- 
tute’s guidance note are discussed as follows: 


1. ASSETS 


(a) Cash The auditor should report on major and persistent deviations from the norms 
fixed by the controlling authority for the balances of cash held at the branch. The auditors 
are also required to verify whether all excess balances have been reported to the controlling 
authorities by the branch as per the required norms and within the specified time frame. 

The auditor should examine the adequacy of the insurance cover for cash in hand and 
cash in transit with reference to the cash balances generally carried by the branch. He 
should also enquire whether the insurance policy is in force. Where the bank has obtained a 
global insurance policy in respect of cash in hand and cash in transit at all branches, the 
auditor should report this fact. 


Each branch is generally required to maintain records showing details of key and the 
key-holders. The auditor should ascertain whether instruction of the controlling authority 
in this regard have been complied with by the branch. 

The auditors have to verify whether the procedure prescribed by the controlling 
authorities has been followed in relation to checking of cash balances at periodic intervals 
by the branch. 

In the normal course, cash balances are expected to be verified on a daily basis and 
recorded in the cash book both in figures and in words under the signature of the branch 
manager and another authorised signatory, since cash is generally under dual charge at the 
branch level. 

A general scrutiny should be made on the cash book to ascertain whether, in accord- 
ance with the instruction, cash has been physically verified and agrees with the books 
maintained, with due authentication of such balances by the authorised signatories in the 
relevant books. 


(b) Balances with RBI, SBI and other banks The auditor should insist on production 
of bank confirmation certificates as a part of his audit procedure. He should mention the 
name of the banks and the year-end outstanding balances, which remain unconfirmed by 
the other banks. 


The auditor should scrutinise the reconciliation statements and report his observations, 
stating the extent of major transaction of the nature specified in the questionnaire. 

The auditor should obtain the details of old outstanding balances and examine whether 
any such balance has remained unexplained / unadjusted. Such details need to be furnished 
in the LFAR, giving the break-up as outstanding between six months and one year, one year 
and above. 
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Where any of the items of a material amount appearing in the reconciliation statements 
remain unresponded / unadjusted for an unreasonably long period, the auditor should state 
in respect of such item, the nature, amount and the period for which it has remained 
unresponded / unadjusted. 


(c) Money at call and short notice 
(i) The auditor should examine the balances held at the branch in the above account 
with reference to general or specific authority from the controlling authority. 
(ii) He should also examine whether the instructions / guidelines laid down by the con- 
trolling authority in this regard have been complied with. 


(d) Investments 
For branches in India: 

(i) The auditor should ensure physical verification of investments held by the branch 
on behalf of the head office / other branches. Where any of such investment is not 
made available to the auditor for physical verification, the auditor should report the 
nature and amount of the relevant investments. 

(ii) The auditor should ensure that income received on investments held by the branch 
on behalf of the head office /other branch is promptly reported to the head office / 
other branch. 

(iii) The auditor should verify that income received / accrued on investment held by it on 
behalf of head office is recognised as income of the branch only if specific instruc- 
tions are received from the controlling authorities of the bank in this regard. The 
auditor should report cases where income is accrued/received and recognised as 
income of the branch contrary to the instructions of the controlling authorities of the 
bank. 

The auditor should verify the cases where investments have been matured or overdue 
and have not been encashed. The auditor should report the nature, amount, maturity date 
and reasons for which the overdue investments are not encashed. 

The auditor in his audit procedure has to verify whether the guidelines relating to 
transaction in securities have been complied. If any deviation is observed, the same has to 
be reported with details. 


The auditor should enquire the mode of valuation of investments followed by the 
branch and examine whether it is following the guidelines issued by the RBI. The auditor 
should also obtain from the branch management a statement showing the basis of valuation 
of investments and state such valuation in his report. 


For branches outside India: 


The audit procedure should ensure physical verification of investments available with the 
branch, including those held by it on behalf of head office / other branches. Where any of 
such investment is not made available to the auditor for physical verification and there is no 
certificate /acknowledgement of its having being deposited /lodged with another office / 
branch etc. the auditor should report the nature and amount of the relevant investments. 
The auditor should enquire into the mode of valuation of investments followed by the 
branch and examine whether it is consistent with the practice as laid down by the relevant 
regulatory authority of the country in which the branch is located. In case of any deviation, 
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the auditor should report this fact stating the nature of deviation, basis of valuation and 
amount of relevant investments. 

The auditor should verify the cases where investments have matured or are overdue 
but have not been encashed. The auditor should report the nature, amount, maturity date 
and reason for which the overdue investments have not been encashed. 


(e) Advances 
Advances should be examined as follows: 

e The auditor should check all large advances and test check other advances to ascer- 
tain whether the branch has complied with the instructions and/or the procedure 
prescribed by the head office regarding preparation of proposals for grant / review / 
renewal of advances, enhancement of limits etc. In this regard, the auditor should 
also examine whether the procedure adopted for preparation of the proposals is 
such that the proposals are recommended after due consideration of all the relevant 
factors like latest financial statements, past dealings, repayment capacity etc. of the 
parties. 

e The auditor should examine the documents prescribing the limits of advances, e.g. 
operations manual, circular from the head office etc. where, in the course of exami- 
nation of advances, the auditor comes across any cases of credit facilities sanctioned 
beyond the aforesaid limits, he should state this fact. He should also examine 
whether such cases have been reported to higher authorities as per the procedure 
laid down in this behalf. If not, he should report the fact along with the relevant 
details. 

e The auditor should scrutinise the documents executed in respect of the advances 
examined by him. In case the auditor comes across cases where credit facilities have 
been realised by the branch without execution of all the documents, he should state 
this fact giving details of relevant cases. 


e The auditor should verify that the advances given against lien of deposits have been 
properly granted by making lien on deposit and in accordance with the guidelines 
prescribed by the controlling authority. 

e The auditor should ascertain whether there is a system of intimating the borrower 
well in advance of the due date for review and for obtaining the latest financial state- 
ments and other supporting papers required for review. The auditor should also 
examine whether there is a system of recording any adverse features in the operation 
of the account experienced by the branch or observed by internal auditors, 
inspectors etc. in the review note. He should analyse and report the accounts over- 
due for review / renewal for classification between six months and one year and over 
one year. 

e The auditor should ascertain whether stock/book debt statements, quarterly infor- 
mation statements and other periodic operational data and financial statements etc. 
are received from the borrowers on a regular and timely basis. He should also ascer- 
tain whether effective system of scrutiny of such statements, data etc. exists. 

e The auditors in the course of audit should verify whether there is any system of 
obtaining stock audit report periodically and branch has complied with such 
system. In case of non-compliance of the system, the auditor should report the same. 
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The auditor should ascertain from the branch management, cases of advances where 
limits have been granted or renewed beyond the stipulated limit and list out the 
names of the borrowers and the year-end outstanding balances where the borrowers 
have not furnished their audited accounts and auditor’s reports prior to the 
sanction / renewal of the limits. 

The auditor should obtain from the branch management a statement of inspections 
due and inspections actually made. The auditor should also scrutinise the relevant 
inspection reports. 

In case of lease finance activities, the auditor should ascertain whether the guide- 
lines prescribed by the controlling authority of the bank relating to security creation, 
asset inspection, insurance etc. are complied with. The auditor should also ascertain 
that the branch has complied with the accounting norms prescribed by the control- 
ling authorities of the bank relating to leasing activities. The auditor may also note 
that Accounting Standard- 19 on “Leases” issued by the ICAI is considered by the 
controlling authorities in the accounting guidelines prescribed by it. Any adverse 
comment, if any should be reported. 


The auditor in the course of his audit should verify whether credit card dues are 
recovered promptly and proper action has been taken by the branch in the cases 
where the dues are not recovered. 

The auditor should generally examine whether the advances have been promptly 
classified in accordance with the guidelines. If the auditor does not agree with the 
classification of advances by the branch, the details of such advances with reasons 
should be incorporated / suggested with suitable changes in the memorandum of 
changes. 

The auditor should obtain from the branch management a list of cases where legal 
action for recovery of any advances or recalling of advances was authorised by the 
board. The auditor should also examine previous reports in this regard. Cases where 
action was required to be taken by the branch management pursuant to authorisa- 
tion / directions of the board but has not been taken by the branch management for 
an unduly long period of time, should be pointed out. 

The auditor is required to examine and report whether the branch has been submit- 
ting promptly the information regarding non-performing assets to the controlling 
authority as per the procedure laid down in this behalf. 

The auditor should ascertain the procedure for identifying accounts, which has 
become doubtful for recovery. He should then examine whether appropriate steps 
were initiated and the claims lodged. In addition, the auditor should also obtain a 
year-wise break up of outstanding claims from the management to determine the 
recoverability of the same. 

The auditor should ensure that the securities charged to the bank in case of non-per- 
forming assets are valued by approved valuers at least once in three years and con- 
sider such value whilst arriving at the provisioning figure in respect of doubtful and 
loss assets. 

The auditor should verify the cases of compromise / settlement and write-off during 
the year. The auditor should ensure that the branch has complied with the recovery 
policy prescribed by the controlling authorities. If any adverse feature has been 
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observed by the auditor such as acting beyond the delegated authority of the branch 
etc. the same should be reported. 


(f) Other assets Other assets include the following: 
(i) Stationery and stamps: Auditing of stationery and stamps include the following steps: 
e The branch auditor should familiarise himself with the internal control system for 
issue and custody of stationery comprising security paper. Since misuse of unissued 
security paper or unsystematic issue thereof may lead to adverse consequences for 
the bank. 
e Ifthe auditor comes across the cases of missing /lost items of stationery, it should be 
reported with the details of missing /lost items of stationery. 


(ii) Suspense accounts/Sundry assets: The auditor should obtain from the branch manage- 
ment, details of old outstanding entries in suspense or other similar accounts as at the year 
end. The auditor should also ascertain from the branch management the reasons for delay 
in adjusting the outstanding entries. The auditor may review the steps being taken by the 
branch management for clearing outstanding entries. 


Where, in the course of audit, the auditor comes across unusual items in the suspense 
or other similar accounts, he should report the details of such items, indicating their nature 
and the amounts involved. 

2. Liabilities 

(a) Deposits The auditor while scrutinising deposit accounts should confirm whether 
the controlling authority has prescribed any guidelines with respect to conduct and opera- 
tions of inoperative accounts. If yes, then he should ascertain whether the branch has 
followed the same. In cases, where the guidelines are not being followed, details of the 
deposits should be given. 

In cut-off procedure, if the auditor notices any unusual large movements in the aggre- 
gate deposits held at the year end, the auditor should obtain suitable clarifications from the 
management for the same and verify the same. 


(b) Other liabilities The auditor should obtain from the management and check the list 
of old outstanding items comprised in bills payable account, sundry deposits accounts etc. 
The number and aggregate amount of items outstanding for over three years should be 
reported. Where, in the course of audit, the auditor comes across any unusual items in the 
bills payable, sundry deposits or other similar accounts, he should report the details of such 
items, indicating their nature and the amounts involved. 


(c) Contingent liabilities In respect of contingent liability, the auditor is primarily con- 
cerned with seeking reasonable assurance that all contingent liabilities are identified and 
properly disclosed. 
To this end, the auditor should, generally follow the audit procedure given as follows: 
(i) Ascertain whether there are adequate internal controls to ensure that transactions 
giving rise to contingent liability are executed by persons authorised to do so and in 
accordance with the laid down procedures. 
(ii) Ascertain whether the accounting system of the bank provides for maintenance of 
adequate records in respect of such obligations and whether the internal controls 
ensure that the contingent liabilities are properly identified and recorded. 
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(iii) Perform substantive audit tests to establish the completeness of the recorded obliga- 
tions. Such tests include confirmation procedures as well as examination of relevant 
records in appropriate cases. 

(iv) Review the reasonableness of the year-end amount of contingent liabilities in the 
light of previous experience and knowledge of current year’s activity. 

(v) Obtain representation from the management that all contingent liabilities have been 
disclosed and that the disclosed contingent liabilities do not include any contingen- 
cies which are likely to result in a loss and which, therefore, require consequent 
adjustments of assets and liabilities. 


3. Profit and loss account 


While reporting significant discrepancies in his main report, the branch auditor should 
elaborate the same in the LFAR. Where the auditor finds discrepancies in recording of inter- 
est/ discount incomes in a large number of cases, he should also assess their effect on his 
planned audit procedures. 

The auditor may refer to the instructions regarding charging of interest on non-per- 
forming advances as may have been issued by the controlling authorities. 

The auditor should verify that the adjustments of the discrepancies have been done in 
accordance with the guidelines laid down by the controlling authority. Where the auditor 
finds discrepancies in recording of interest on deposits in a large number of cases, he 
should also assess their effect on his planned audit procedures. 

The auditor should perform a systematic verification of the overdue deposits. He 
should check whether the branch estimates and provides interest on overdue/ matured 
term deposits. If yes, the auditor may assess the overall reasonableness of the figures of 
interest expense on overdue deposits by working out the ratio of interest on different types 
of deposits to the average quantum of respective liabilities during the year. The auditor 
may then compare this rate with the actual rate of interest provided on the relevant depos- 
its as per the financial statements and enquire into the difference, if material. The auditor 
may also compare the average rate of interest paid on the relevant deposits with the corre- 
sponding figures for the previous year and analyse any material differences. 

The auditor should request the management to co-relate the interest and other income 
to the relevant aggregate of average advances and make a comparison of the figures for the 
year under audit with those of the earlier years and explain any divergent trends noticed 
between the figures upon co-relation thereof. 


4. General 
(a) Books and records 


In case books of accounts are maintained manually: If the auditor has any observations as to 
the books of accounts maintained manually not having been properly maintained, he 
should point out in the LFAR the relevant defects, specifying the books of accounts in 
respect of which he has noticed these defects. 

The branch auditor should carry out a general scrutiny of the books and report if they 
are mutilated, torn or otherwise destroyed. He should also examine whether overwriting, 
cutting or rubbing of the figures or alteration of books of accounts without proper authen- 
tication, is a regular feature. 
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In case of computerised branches: 


The auditor should verify whether the hard copies of the accounts have been printed 
regularly, as changes are not traceable in soft copies. 

The auditor should report the extent of computerisation and the areas of operation 
covered. 

The auditor should check whether there exists a proper security system. 

The auditor should verify whether any contingency and disaster recovery plans are 
in place for loss/encryption of data. In case no plans are in place, it should be 
reported. 


(b) Reconciliation of control and subsidiary records The auditor is expected to list 
out the heads of account and indicate the balances as per the general ledger control account 
and those as per the subsidiary records. Where the subsidiary records have not been bal- 
anced or are incomplete, the relevant particulars should be reported indicating the dates up 
to which the control and subsidiary records are balanced. 


(c) Inter-branch accounts The auditor should ensure the following: 


The auditor should verify that the branch forwards on a daily basis to the designated 
cell/head office, a statement of debit/credit transaction in relation to other 
branches. If it is not forwarding, the auditor should report the same with illustrative 
list of days on which the statement is not forwarded. 

The auditor should verify that the balance in the head office account is shown in the 
statements sent by the branch on a daily basis and as at the year end are in agreement 
with the head office account in the general ledger. If these are not in agreement, the 
auditor should report the difference with the reasons. 

The auditor should obtain the outstanding debit balance in the head office account in 
respect of inter-branch transactions with the details thereof. 

The auditor should in case of unmatched transaction verify whether the branch 
expeditiously comply with/respond to the communications from the designated 
cell/head office to reconcile the items. If at the year end there are any unresponded / 
uncomplied queries or communication, he should report the same in the LFAR with 
details thereof. 


In case of transaction for which double responses have been received in the head 
office account, the auditor has to report the same with details thereof. 

The auditor should verify and report any old/large outstanding debit entries lying 
in the branch adjustments as at the year end, which remain unexplained. 


(d) Audits/Inspections 


The auditor should see whether the branch is covered for concurrent audit or any 
other audit /inspection during the year. If such audit/inspection has not been con- 
ducted the same should be reported. 

The auditor should make a written request to the branch management for furnishing 
him the latest available reports of the statutory auditors and of the concurrent audit 
or stock audit or internal audit, as also of the RBI where inspection or special audit 
has taken place for the branch. The auditor should scrutinise the contents of such 
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reports and take a note of relevant major adverse comments. In case adverse features 
are observed to persist at the branch or where no remedial action has been initiated 
or taken by the branch management, he should report the same. 


Frauds: 


e The auditor is expected to report on major frauds discovered and recorded by the 
bank. 

e Incase the auditor observes weaknesses in the internal control system, which has 
resulted in frauds, or where the modus operandi is common, he may give his sug- 
gestions for overcoming such weaknesses. 


Miscellaneous: 


e Where the auditor’s examination indicates possibility of window dressing, he 
should report the fact of possibility of window dressing along with a general 
description of the nature of relevant transactions and the amounts involved. 

e The auditor should verify that the branch maintains records of all fixed assets 
acquired and held by it irrespective of whether the values thereof or depreciation 
thereon have been centralised. The documents of title if available with the branch, 
should be verified and in case these are not available evidence from the management 
should be taken. 

Besides covering specific issues in response to the questions in the questionnaire, the 

branch auditor may report on other significant areas, which, in his opinion, deserve to be 
highlighted in his report. 


POINTS TO PONDER 


e A well-organised and efficient banking system is a pre-requisite for economic growth. The 
Indian banking system has played a significant role in the economic growth of the 
country. 

e Presently, there are four types of banking institutions in India. These include commercial 
banks, regional rural banks, co-operative banks and development banks. Besides, the 
Reserve Bank of India acts as the central bank of the country. 

e Different acts are relevant to audit of different types of banks. Important acts for bank 
audit includes the Banking Companies Act, 1980, the Banking Regulation Act, 1949, the 
Co-operative Societies Act, 1912, the Regional Rural Banks Act, 1976 and the State Bank of 
India Act, 1955. Besides, the provisions of the Reserve Bank of India Act, 1934 also effect 
the functioning of the banks. 


e Every bank has to prepare a balance sheet and a profit and loss account as on March 31st 
every year in the forms set out in the Third Schedule to the Banking Regulation Act. Apart 
from the requirements of the third schedule of the above act, the financial statements of a 
bank have to include additional disclosures required by Reserve Bank of India from time 
to time. 

e The auditor of a bank has to be a person who is duly qualified under law to be an auditor 


of a company. A detailed procedure is followed for appointment of central auditors as 3) 
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well as branch auditors of nationalised banks including State Bank of India and its 


subsidiaries. 


Banks have the special characteristics, which distinguish them from other commercial 
enterprises. These include rigorous internal control system, complex accounting system, 


greater decentralisation of authority off-balance items and regularity requirements. 


As in the cases of any other audit, the audit of banks involves a number of stages which 
include preliminary work, evaluation of internal control system, preparation of audit 
programme for substantive testing and its execution and preparation and submission of 


audit report. 


In a bank branch, advances usually constitute the maximum amount of assets. According 
to the Banking Regulation Act, certain restrictions are imposed against the granting of 


advances by the banks. 


The RBI has prescribed the prudential norms relating to advances classification on the 
basis of record of recovery, creation of provision for doubtful advances and timing of 


recognition of income on doubtful advances. 


Advances are to be classified into two broad categories, standard advances and non- 
performing advances. Non-performing advances include sub-standard advances, 


doubtful advances and loss advances. 


The bank auditor has to make his report directly to the bank. The report of the auditor of 
a nationalised bank is to be verified, signed and transmitted to the central government. 
The auditor has also to forward a copy of the audit report to the bank concerned and to the 


RBI. 


Apart from the audit report on the financial statements, the auditor of a nationalised bank, 
State Bank of India and any of its subsidiaries or a banking company including a foreign 


bank has also to prepare a long-form audit report. 


J 


REVIEW QUESTIONS 


Short-answer Questions 


What is long-form audit report? 


2. How is an auditor of banking company appointed? 


. What are the acts relevant for bank audit? 
. What do you mean by special audit in case of bank? 
. What are the rights and liabilities of a bank auditor? 


What are the different types of advances of a bank according to RBI prudential norms? 
When does an advance become NPA? 
“Verification of advances is an important function of an auditor of a bank.” Explain. 


. “In the case of a bank only a balance sheet audit is carried out.” Justify. 
. Explain in brief the specific problems, which the auditor has to look into in every bank. 
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Essay-type Questions 


1. 


State, in brief, the contents of an audit report of a bank. 


2. Describe the prudential norms of RBI relating to advances. 


COND OFF BP W 


10. 


. State, in brief, the relevant legal provisions in case of audit of banks. 

. Describe the main features of internal check suitable for a bank. 

. State the special features of a bank audit. 

. Discuss the different stages of conducting bank audit. 

. State the legal requirements of making provisions for non-performing assets. 

. State the duties of a bank auditor in writing long form audit report in respect of the following 


aspects: 
e Cash e Books and records 
e Investments e Inter-branch accounts 
e Advances e Audit and inspection 
e Deposits e Frauds 
e Contingent liabilities e Stamps and stationeries. 


. State the practices that should be followed by the bank in respect to the following: 


i) Provision for doubtful debts and ii) Income recognition. 


Discuss briefly important areas you will review as an auditor in conducting the audit of a 
bank. 
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The Third Schedule to the Banking Regulation Act, 1949 


FORM ‘A’ 


Form of Balance Sheet 
Balance Sheet Of senimi (here, enter name of the banking company) 
Balance Sheet as on 31st March_(Year) 


Capital & Liabilities 


Capital 

Reserve& Surplus 

Deposits 

Borrowings 

Othetiabilitieandprovisions 
Total 

Assets 


CashandBalancewithReserv@anlofindia 
Balancewithbanksandmoneyatcallandshorinotice 
Investments 
Advances 
Fixecassets 
Otherassets 
Total 
Contingent liabilities 
Billsforcollection 


(000's omitted) 
Schedule As on 31.3._ As on 31.3._ 
(current year) (previous year) 

1 

2 

3 

4 

SA a e a O T.a. 
6 

7 

8 

9 

10 

e e E E E.n. 
12 
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Schedule 1—Capital 


As on 31.3._ As on 31.3._ 
(current year) (previous year) 
|. For Nationalised Banks 
Capital (Fully owned by Central Government) 
ll. For Banks incorporated outside India 
Capital (The amount brought in by banks by way of start-up capital 
as prescribed by RBI should be shown under this head.) 
AmounbdfdeposikeptwithRBlundesub-sectichof section 
oftheBankingRegulation\ct,1949 m.. 
Totalt en en IW Pre renee See eed rapt eee eR renee. 
Ill. For Other Banks 
AuthoriseGapital 
(....Share@fRs.....each) 
Issued Capital 
(....Share@fRs.....each) 
SubscribeGapital 
(....Share@fRs.....each) 
Called-up Capital 
(....Share@fRs.....each) 
Less: Calls unpaid 
AddForeitedhares 8 er ce cope a 


Schedule 2—Reserves & Surplus 


As on 31.3._ As on 31.3._ 
(current year) (previous year) 
|. Statutory Reserves 
Openin@alance 
Additionduringheyear 


Deductions during the year 
ll. Capital Reserves 
Openin@alance 
Additionduringheyear 
Deductions during the year 
Ill. Share Premium 
Openin@alance 
Additionduringheyear 
Deductions during the year 
IV. Revenue and other Reserves 
Openin@alance 
Additionduringheyear 
Deductions during the year 
V Balance'iniProfitandiLoss ACCOLN tin (lieeetnesnne se taennentnn (perenne nnnnnenneerenrneey 
Totan MEV andy TTT obbHEconoESGOSBoadoooc ORE 
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As on 31.3._ As on 31.3._ 
(current year) (previous year) 


Schedule 3—Deposits 


A. |. Demand Deposits 
(i) Frombanks 
(ii) Fromothers 
ll. Savings Banks Deposits 
Ill. Term Deposits 
(i) Frombanks 
iEromothers m TTT eee 
Total/(lillancillll) Ta a T an. 
B. (i) Deposits of branches in India 
GiDepositsroranchesuütsidendia m E... 
TOI N a E RA a. 


Schedule 4—Borrowings 


As on 31.3._ As on 31.3._ 
(current year) (previous year) 
l. Borrowings in India 
(i) Reserv&anknIndia 
(ii) Othebanks 
(iii) Otheinstitutionsndagencies 
ll. Borrowings outside India = XLaaaAAAAANAANEAEANANEEEEE EEERAAEEEEEEAAAEEEE EERE Ent 
Totali(i&1) a TT een! Grete eerecare.... 
Securedorrowingscludeth! & Il above-Rs 


Schedule 5—Other Liabilities and Provisions 


As on 31.3._ As on 31.3. 
(current year) (previous year) 
|. Billsoayable 
ll. Inter-diceadjustmentset) 
Ill. Interest accrued 
IV. Othergincludingrovisions) 
Us) re ee ) etcstnct te saccade load adeohesetetcac: Seen 


Schedule 6—Cash and Balances with Reserve Bank of India 


As on 31.3._ As on 31.3. 
(current year) (previous year) 
|. Cash in hand (includingpreigrcurrencyotes) 
ll. Balances with Reserve Bank of India 
(i) inCurren&ccount 
(ii) inotheAccounts 
Totali(ii& 1) p, a enn. 
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Schedule 7—Balances with Banks and Money at Call & Short Notice 
As on 31.3._ As on 31.3._ 
(current year) (previous year) 
l. In India 
(i) Balancewithbanks 
(a) in Current accounts 
(b) in other Deposit accounts 
(ii) Money at call and short notice 
(a) withbanks 
(OWMithotheinstitutionS I E S... 
Totale ii a a a S... 
ll. Outside India 
(i) inCurrenaccounts 
(ii) in other Deposit accounts 
(MMonertealandshornoti ce tcc rcccisncnnooccconee cooonooenccancapaccoes: ae 
Total /(is1i¢& iii) ee IN | Mah) a a ean 
Granditotal (teI) | a 


Schedule 8—Investments 


As on 31.3._ As on 31.3._ 
(current year) (previous year) 


. Investments in India in 

i) Governmesécurities 

ii) Otheapprovedecurities 

iii) Shares 

iv) DebentureandBonds 

v) Subsidiariend/ojointventures 

VOtherstobespecitied) 92 £8 j J cossoscescnémaseaatcssacbe nasosonsssanacoestaecc am 
ToL a aces Pee ee ree a 

ll. Investments outside India in 

(i) Governmesecuritie&ncludintpcatauthorities) 

(ii) Subsidiariemnd/ojointventureabroad 

(iii) Othefnvestment$obespecified) E.. 

Totale 5 | erecta aen cera... 

GrandiTotali(I& 1) crs nto ESERCHORE  HOBSHGHSHACHOESEEAAOCE 


( 
( 
( 
( 
( 
( 


Audit of Banks Q 


As on 31.3._ As on 31.3._ 
(current year) (previous year) 


Schedule 9—Advances 


A. (i) Billsourchasednddiscounted 
(ii) Cash credits, overdrafts and loans repayable on demand 
(ili) Te rmMlOAanSy] ee see) We pe ment HG | |cesseeterresetrtrree cc! Cou eener weceateey... 
Ota aD eer rere a... 
B. (i) Securedytangiblassets 
(ii) CovereéyBank/Governm@itarantees 
(iii) Unsecured 
Total 
C.I Advance India 
(i) Prioritgectors 
(ii) Publisector 
(iii) Banks 
(iv) Others 
Total 
C.Il Advancesutsidéndia 
(i) Duefrombanks 
(ii) Due from others 
(a) Billsourchasednddiscounted 
(b) Syndicatedans 
(c) Others 
Total, Fe eee erates ae eeeceeetianeeeeeettna.... 
Grandimotal(C F&C) a a aa 


Schedule 10 — Fixed Assets 
As on 31.3._ As on 31.3._ 
(previous year) (current year) 
l. Premises 
At cost as on 31st March of the preceding year 
Additionduringheyear 
Deductions during the year 
Depreciation to date 
ll. Other Fixed Assets (including furniture and fixtures) 
At costs as on 31st March of the preceding year 
Additionduringheyear 
Deductions during the year 
SSCL CED Cl Ct CN) (| EE. 
Tota (el eee eee rr E E... 
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Schedule 11— Other Assets 
As on 31.3._ As on 31.3._ 
(current year) (previous year) 
l. Inter-dfceadjustmentaet) 
ll. Interest accrued 
Ill. Taxpaidinadvance/tateductedtsource 
IV. Stationergndstamps 
V. Non-banking assets acquired in satisfaction of claims 
VI. Others* 
Total 


*In case there is any unadjusted balance of loss the same may be shown under this item with appropriate foot-note. 


Schedule 12—Contingent Liabilities 


As on 31.3._ As on 31.3. 
(previous year) (current year) 


. Claims against the bank not acknowledged as debts 
ll. Liability for party paid investments 
Ill. Liability on account of outstanding forward exchange contracts 
lV. Guaranteegiveronbehalbfconstituents 

(a) InIndia 

(b) Outsidéndia 
V. Acceptancesndorsemenémdotherbligations 
VI. Otheitemgorwhichthebanks contigenthable 
Total 
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FORM ‘B’ 
Form of Profit & Loss Account for the Year Ended 31st March_(Year) 
(0003 omitted) 
Schedule Year ended 31.3.. Year ended 31.3._ 
(current year) (previous year) 
I. Income 
Interest earned 13 
Othelincome Tee eee E A a a 
ae) £2) Fen E E a el a ore ae 
ll. Expenditure 
Interest expended 15 
Operatingxpenses 16 
Provisionsnacontihencies a e a a 
Total EAT a a n. 


lli. Appropriations 
Net profit/loos ( — ) for the year 
BrofitioseSbroughonvard m E E.. 
Total MS T a 

Transfetostatutoryeserves 

Transfetoothereserves 

Transfeto Government/Proposaddend 

Balanņnceanmieovertobalancsheet | | a a. 
Totalt a A E E aaa 


Schedule 13—Interest Earned 
Year ended 31.3.. Year ended 31.3._ 
(current year) (previous year) 
|. Interest/discount on advances/bills 
ll. Income on investments 


. InteresonbalancewithReserveBankof|Indiaand 
other inter-bank funds 


IV. Others 
Mota e a te Petia A T, 
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Schedule 14—Other Income 


Year ended 31.3._ Year ended 31.3._ 
(current year) (previous year) 

I. Commision, exchange and brokerage 
Il. Profitnsaleofinvestments 

Less: Loss on sale of investments 
Ill. Profitonrevaluatiooninvestments 

Less: Loss on revaluation of investments 
IV. Profitnsaleofland buildingandotherassets 
V. Profitnexchangtansactions 

Less: Loss on exchange transactions 


VI. Income earned by way of dividends etc. from subsidiaries, 
company and/or joint ventures abroad/in India 


Miscellaneous income 
roit St, N a A 
NoteUndeitemdl toV, loangiguresnaybeshowrnn brackets. 


VII. 


Schedule 15— Interest Expended 


Year ended 31.3.. Year ended 31.3._ 
(current year) (previous year) 
l. Interest on deposits 
ll. InteresonReserv@antoflndia/inter-babbrrowings. 
Ill. Others 
Total 


Schedule 16—Operating Expenses 
Year ended 31.3.. Year ended 31.3._ 
(current year) (previous year) 

|. Payment andprovisionfsremployees 

ll. Rent, taxes and lighting 

Ill. Printingindstationery 

IV. Advertisemeandpublicity 

V. Depreciaticombants property 

VI. Directors’ fees, allowances and expenses 

VII. Auditorgseesandexpense€ncludingranclauditoreesandexpenses) 
VIII. Law charges 

IX. Postagdelegramselephonestic. 

X. Repairs and maintenance 

XI. Insurance 

XII. Otheexpenditure 

Total 
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NOTES AND INSTRUCTIONS FOR COMPILATION OF AND ADDITIONAL 
DISCLOSURES IN FINANCIAL STATEMENTS OF BANKS 


PART A 
Notes and Instructions for Compilation 


Vide its circular DBOD. No.BP.BC.78/C.686/199192 dated February 6, 1992, RBI issued detailed notes and 
instructions for compilation of the balance sheet and profit and loss account of banks in the formats prescribed in the Third 
Schedule to the Banking Regulation Act, 1949. Since then, RBI has issued a number of further instructions through its 
various circulars. A compilation of the these notes and instructions is given below. 


General Instructions 


1. The formats of Balance Sheet and Profit and Loss Account cover all items likely to appear in these 
statements. In case a bank does not have any particular item to report, it may be omitted from the 
formats. 

2. Corresponding comparative figures for the previous year are to be disclosed as indicated in the 
formats. The words ‘current year’ and ‘previous year’ used in the formats are only to indicate the order 
of presentation and may not appear in the balance sheet. 

3. Figures should be rounded off to the nearest thousand rupees. Thus a sum of Rs 19,75,821.20 will 
appear in the balance sheet as Rs 19,76. 

4. Unless otherwise indicated, the term ‘bank/s’ in the these statement will include banking companies, 
nationalised banks, State Bank of India, associate banks and all other institutions including co- 
operatives carrying on the business of banking, whether or not incorporated or operating in India. 

5. The Hindi version of the balance sheet will be a part of the annual report. 


Balance Sheet 


ltem Notes and instruction for compilation 
Schedule 1—Capital Thecapitabwnecby CentraGovernmetas on thedateof the 
Nationalised Banks BalancSheeincludingontributiottomGovernment,any for 
Capital (Fully owned by Central Governmentfipating WorldBanlProjectshouldbeshown. 
Banking companies incorporated (i) Theamounbroughin bybanksywayofstart-uwapitaas 
outside India prescribeblyRBlshouldbeshowrundethishead. 


(ii) Theamounbdf deposikeptwithRBI,undeSub-sectioAof 
Section1 oftheBankin@egulatioAct,1949houldlsobe 


shown. 
Other Banks (India) AuthorisedssuedSubscribe@alled-upapitabhoulce given 
AuthoriseGapital separatel€alls-in-appeardllbe deductedromCalled-upapital 
(.....Share@fRs....each) whilethe paid-upvalueof forfeiteéharesshouldbe addedhus 


arrivingtthepaid-uwapitalWhereecessaryemswhiclcanbe 


l ital 
pue h combineshouldbeshowrundeoneheadforinstancdssuedind 
Cine are@fRs....each) Sibecnbedanial 


SubscribeGapital 
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(.... Share@fRs....each) 
Called-up Capital 

(.... Share@fRs....each) 
Less: Calls unpaid 
Add: Forfeited shares 
PaidupCapital 


Schedule 2—Reserves and Surplus 
|. StatutorReserves 


ll. Capital Reserves 


Il. SharPremium 


IV. Revenue and other Reserves 


V. BalancefProfit 


Schedule 3—Deposits 
A.I. Demand Deposits 
(i) frombanks 
(li) fromothers 


Notes—General 

Thechangem theabovatemsif any duringheyeay sayfresh 
contributiormade by Governmentfresh issue of capital, 
capitalisation of reserves, etc. may be explained in the notes. 


Reservesreatedn termsof section 7 or anyothersectiorof 
BankingegulatioActmusbeseparatelgisclosed. 


The expressiorcapitareservesshallnot includeany amount 
regardedsfreefordistributiotnrougltheprofitandlossaccount. 
Surpluson revaluatioshouldbe treatedas CapitalReserves. 
Surplugntranslationf financiastatementsf foreigroranches 
(which includes fixed assets also) is not a revaluation reserve. 


Premiunonissueof sharecapitamaybe showrseparatelunder 
this head. 


TheexpressionRevenu€eserveshalimeananyreservettehr 
thancapitateserveThisitemwillincludeall reservesotherthan 
thoseseparatelylassifedl heexpressioneservehalhotinclude 
any amountwrittenof or retainedby way of providingor 
depreciatiorenewalerdiminutiomvalueofassetrretainedy 
way of providing for any known liability 
InvestmeriluctuatioReservshouldbeshowrasa separatéem 
undetheheadRevenuendOtheReserveSankshouldransfer 
maximunamounbdf the gainsrealiseabn saleof investmenh 
securitieto thegaingealisednsaleofinvestmemb securitieto 
thelFR.Transfeto IFRshallbe as anappropriatioof netprofit 
‘below the line’ after appropriation to statutory reserve. 


IncludesSalancef profitafterappropriationm caseoflossthe 
balance may be shown as a deduction. 


Notes—General 


Movements variousategoriesf reserveshouldbe showras 
indicated in the schedule. 


Includes all bank deposits repayable on demand. 


Includesall demanddepositsof the non-banlsectors Credit 
balancemoverdraftashcreditaccountsJepositpayablatcall, 
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overduedepositsjnoperativeurrentaccountsmaturedtime 
depositandcasecertificatesertificatesf depositsstc.aretobe 
included under this category 

ll. Savings Bank Deposits Includeall savingsankdepositgincludingioperativeavings 
bank accounts). 

Ill. Term Deposits 


(i) frombanks Includeall typesof bankdeposit¢includinqnoperativeavings 
bank accounts). 


(i) from others Includealltypesfdepositefthenon-ban&ectorepayablaftera 
specifiederm.Fixeddeposits¢umulativendrecurringleposits, 
cashcertificatesertificatesf depositsannuitWepositsdeposits 
mobilisedindewariouschemesordinargtaf depositsforeign 
currencynon-residemepositsccountsetc.areto be included 
under this category 


(B) (i) Depositsfbranchem India 
(ii) Deposits of branches outside Inpietotalofthesdwoitemswillagreaviththetotadeposits. 


Notes—General 


(a) Interespayable@n depositsvhichis accruedbutnotdue 
shouldotbeincludedutshowrundedthetiabilities. 

(b) Maturedimedepositsandcasecertificatesstc.shoulcbe 
treated as demand deposits. 

(c) Depositsinderspeciabchemeshoulde includedinder 
termdeposit# theyarenotpayablondemandWhersuch 
deposithavematuredor paymentheyshouldbe shown 
under demand deposits. 

(d) Depositgrombankswillincludalepositgromthebanking 
systenin Indiaco-operativeanksforeigrbankawhichnay 
or may not have a presence in India. 


Schedule 4—Borrowings 
l. Borrowings in India 
(i) ReservBanloflndia IncludeSorrowings/refinamtéainedromRBI. 


(ii) Othebanks Includesborrowings/refinandetainedromcommercidtanks 
(including co-operative banks). 


(iii) Otheinstitutionsndagencies IncludeSorrowings/refinarmtaainedromlDBI;EXIMBankand 
otherinstitutionsagenciegincludingabitlityagainsparticipation 
certificates, if any). 
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ll. Borrowins outside India Includeborrowingsflndiarorancheabroadswelasborrowings 
of foreign branches. 


Securedorrowingscludedbove Thisitemwillbe showrseparatelyncludesecuredorrowings/ 
refinance in India and outside India. 
Notes—General 
(i) Thetotalof! & II willagreaviththetotaborrowingshownn 
the balance sheet. 
(ii) Inter-dice transactions should not be shown as borrowings. 
(iii) Fundsraisecby foreigrbranchesy wayof certificateef 
depositmotesbondsetc.,shouldeclassifiedlepending 
upon documentation, as ‘deposits’, ‘borrowings’. etc. 
(iv) Refinancebtainedy bank¢romReserve®ankof India 
andvariousnstitutionare beingbroughtnnderthe head 
‘BorrowingdHenceadvancewillbe showrat the gross 
amount on the assets side. 


Schedule 5—Other Liabilities and 
Provisions 


|. Billspayable Includesdrafts,telegraphidransferstravellés chequesmail 
transferspayable,pay slips, bankés chequesand other 
miscellneous items. 


Il. Inter-Officadjustments Theinter-officadjustmentsalanceif in creditshouldbe shown 
underthishead Onlynetpositiorfinter-officaccountsnlancas 
welkasforeignshouldbeshowmere!nworkingutthenetposition, 
creditentriesoutstandinfprmorethanfiveyearsinn inter-branch 
accountsshouldbe segregatedndtransferredo a separate 
Blocked\ccount. 


Ill. Interest accrued Includes interest accrued but not due on deposits and borrowings. 


IV. Othergincludingrovisions) Includesetprovisioforincoméaxandothettaxegikeinterestax 
(lessadvancpaymenttax deducted sourceetc.),surplusn 
aggregatm provisionforbaddebtsprovisiomccountsurplusn 
aggregatm provisiorhor depreciatioim securitiesgontingency 
fundswhicharenotdiscloseds reservesutareactuallyn the 
naturefreservesyroposedividendsreservebutareactuallyn 
thenatureof reservegproposedividend/transfterGovernment, 
othetiabilitiew/hicharenotdisclosedndeanyofthemajonheads 
suchas unclaimedividendprovisionandfundskeptforspecific 
purposesunexpirediiscount,outstandinghargeslike rent, 
conveyancestc. Certaintypesof depositdike staf security 
depositsmargimepositsetc. where¢he repayment notfree, 
should also be included under this head. 
Provisiontowarctandard@ssetmeednotbe nettedromgross 
advancebutshowrseparatelas ‘ContingerRrovisionagainst 
Standardssetsundetthishead. 
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Amounbf subordinatedebtraisedas Tier II capitaShoulcbe 
shownn Schedul6 aswellasbywayofexplanatonotes/remarks 
in the balance sheet. 
TheBlockeadccounarisingromtransfeof creditentriesn inter- 
branchaccountsutstandintprmorethanfiveyearsshouldbe 
shown under this head. 
Notes—General 
(i) Forarrivingtthenetbalancef inter-diceadjustmentall 
connecteidter-diceaccountshouldbeaggregateahadthe 
netbalancenlywillbeshownrepresentingostlytemsn 
transit and unadjusted items. 
(ii) Theinteresaccruingnalldepositswhethethepaymeris 
due or not, should be treated as a liability 
(iii) It is proposedo showonlypuredepositsinderthe head 
‘depositsand henceall surplusprovisiongor bad and 
doubtfulebtscontingendyndssecreteservesstc. which 
are not nettedof againstthe relativeassets,shouldbe 
broughtindetheheadOthergincludingrovisions)’. 


Schedule 6—Cash and Balances with 
Reserve Bank of India 


I. Cash in hand (including foreign Includesasein handincludingoreigrcurrencyotesandalsoof 
currency notes) foreign branches in the case of banks having such branches. 
ll. BalancewithReservBantofindia 
(i) inCurren&ccount 
(ii) inotheAccounts 


Schedule 7—Balances with Banks and 
Money at Cell and Short 


Notice 
I. In India Includeaall balancesvithbanksin India(includingo-operative 
(i) Balalncewithbanks banks)Balancéncurrenaccountanddeposiaéccountshoulde 
(a) in Current accounts shown separately 


(b) in other Deposit accounts 
(ii) Money at cell and short notice: Includeslepositsepayablwithin1 5 daysorlessthan15 days’ 


(a) withbanks notice lent in the inter-bank calll maney market. 
(b) with other institutions 
Il. Outsidéndia Includefalanceseldby foreigrorancheandbalanceseldby 
(i) Currenaccounts Indiarbranchesf the outsiddndia.Balanceseldwithforeign 
(ii) Deposit accounts branchebyotheibranchesfthebankshouldotbeshowmnder 


this headbut shouldbe includedn inter-brancaccountsT he 
amount&eldin ‘currenaccountsind'deposiaccountshoulde 
shown separately 
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(iii) Money at call and short notice 


Schedule 8—Investments 
|. Investments in India 
(i) Governmesécurities 


(ii) Otheapprovedecurities 


(iii) Shares 


(iv) DebenturesndBonds 


Includedepositsinusuallglassifiedn a foreigncountriesas 
money at call and short notice. 


Include@entraandStateGovernmesécuritieandGovernment 
treasurpills Theseecuritieshouldbeshowratthebookvalue. 


SecuritiesthethanGovernmesecuritiesyhicraccordintpthe 
BankingRegulatioAct, 1949 aretreatedis approvegecurities, 
should be included here. 


Investmentsshare@fcompaniesndcorporationsotincludeth 
item (ii) should be included here. 


Investmentsn debenturesand bonds of companiesand 
corporations not included in item (ii) should be included here. 


(v) Investments in subsidiaries/jointnvestmenia subsidiaries/jowénturegincludin@\RBs should 


ventures 
(vi) Others 


ll. Investments outside India 
(i) Governmesécurities 
(including local authorities) 


(ii) Subsidiargnd/ojointventures 
abroad 


(iii) Others 


Schedule 9—Advances 
A.(i) Billsourchasednddiscounted. 


(ii) Cash credits, overdrafts and loans 
repayable on demand 


be included here. 


Includesesidudhvestmentéanylikegoldcommerciaapeand 
other instruments in the nature of shares/debentures/bonds. 


AllforeigrGovernmesécuritiemcludingecuritiessuedylocal 
authorities may be classified under this head. 


Allinvestmentmadein the sharecapitabf subsidiariesfoated 
outsidéndiaand/ojointventureabroachouldeclassifiednder 
this head. 


Allothetinvestmentsutsidéndianayoeshowmndethishead. 


Notes—General 


Indicatéhegroswalueofinvestments|Indizandoutsidéndiathe 
aggregatefprovisiontrdepreciatiaeparatelyninvestmenis 
Indiaandoutsidéndiaandthenetvaluefinvestmentslndiaand 
outsidéndiafthetotalofwhichwillbecarriedobalanceheetThe 
grossvalueof investmentgndprovisionseednot,howevelbe 
showragainstachofthecategoriespecifieth theSchedulalhe 
break-upof netvalueof theinvestmenisa Indiaandoutsidéndia 
(grossvalueof investmenttess provisionundereachof the 
specified category need only be shown. 


InclassificatiamdeSectiorA, alloutstandings—tirdiaas well 

as outside—legsrovisionsnade(excludinthosefor standard 
assets)willbeclassifiednderthreeheadsas indicateandboth 

securecandunsecureaddvancesvill be includedinderthese 
heads. 


(iii) Termloans 
B.(i) Secured by angible assets 
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Outstandings creditcardoperationshoulcbe showras partof 
advanceaunderthe head ‘cashcredits’ overdraftsand loans 
repayable on demand. 


Including overdue instalments. 


Alladvancesr partof advancesvhicharesecuredy tangible 


(includes advances against book deistsetsnaybeshowrhere.Theitemwillincludeadvancem India 


(ii) CoveretyBank/Government 
Guarantees 


(iii) Unsecured 


C.lAdvancem India 
(i) Prioritgectors 
(ii) Publisector 
(iii) Banks 
(iv) others 
C.Il[Advancesutsidéndia 
(i) Duefrombanks 
(ii) Due from others 
(a) Billsourchasednddiscounted 
(b) Syndicatedans 
(c) Others 


Schedule 10—Fixed Assets 
|. Premises 


(i) Atcostason31stMarchof 
the preceding year 


and outside India. 


Advancein|Indiaandoutsidéndidotheextentheyarecoveredy 
guaranteesf|Indiarandforeigryovernmenimdindiaandforeign 
banksandDICGG ECG Gretobeincluded. 


Alladvancesotclassifiedndexi) & (ii)willbeincludetere Total 
of ‘A shouldallywithtotalof‘B’. 


Advanceshoulde broadlylassifiethto‘Advancem Indiaand 
‘Advancesutsiddndia’ Advancem Indiawillbefurtheclassified 
onthesectorabasisasindicatedA\dvancesectorsvhictforthe 
time beingare classifieds prioritysectosaccordingo the 
instructionsftheReserv@anleretobeclassifiedndethehead 
‘Prioritysectors SuchAdvanceshoulde excludedromitem(ii) 
i.e., advance$o publicsectar Advance$o Centraland State 
Governmentnd other Governmenundertakingsncluding 
Governmer@ompaniesndCorporationshichare,accordingp 
thestatutesto be treatedas publicsectorcompanieareto be 
includeththecategor{PubliSector Alladvanceto thebanking 
sectorincludingco-operativeankswill comeunderthe head 
‘Banks Alltheremainingdvancewilloeincludedindethehead 
‘Othersandtypicallyhiscategorwillincludaion-priorigdvances 
to the private, joint and co-operative sectors. 
Notes—General 
(i) The grossamountof advancesncludingefinancebut 
excludingediscourdndprovisionmadeo thesatisfaction 
of auditors should be shown as advances. 

(ii) Term loans will be loans not repayable on demand. 

(iii) Consortiuandvancewouldbeshowmetofshardromother 
participating banks/institutions. 

(iv) Allinterest-bearittgansandadvancegrantedbstaf should 
beshowmndefadvanceHoweveallnon-interebearing 
loansandadvanceto staf shouldbe includedh item(v) 
‘OthersiindetheheadOthedssetsin Schedulét. 


Premisesvhollyor partlyownedy thebankingomapnyorthe 
purposefbusinesscludingesidentig@remiseshouldbeshown 
againstpremisestin thecaseof premiseandotherfixedassets, 
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(ii) Additiondurigrtheyear thepreviousalanceadditionsheretcanddeductiontherefrom 
(iii) Deductions during the year — duringheyearas alsothetotaldepreciationritterof shouldbe 
(iv) Depreciatidn date shownWhereumghavebeemritterof onreductioofcapitabr 


revaluatioof assetseverybalanceheetafterthefirstbalance 
sheetsubsequend thereductiowr revaluatioshouldshowthe 
revisediguregora periodffiveyearswiththedateandamounbf 
revision made 


ll. Other Fixed Assets Motowehiclesandall otherfixedassetsotherthanpremisesut 
(including furniture and fixtures) including furniture and fixtures should be shown under this head. 
(i) Atcostason31stMarchof 
the preceding year 
(ii) Additionduringheyear 
(iii) Deductions during the year 
(iv) Depreciatido date 


Schedule 11—Other Assets 


|. Inter-diceadjustments#et) Theinter-dficeadjustmentsalanceif in debit shouldbe shown 
undethishead Onlynetpositiorfinter-diceaccountsnlands 
wellasforeignshouldbeshowmereForarrivinatthenetbalance 
of inter-dice adjustmenaccountsall connectednter-dice 
accountshouldeaggregateandthenetbalancef in debitonly 
shouldbeshownepresentingostlytemsntransiandunadjusted 
items. 
Banksshouldrriveat thecategory-wigepsitiorof unreconciled 
entriesoutstandinig theinter-brancaccountéor morethansix 
monthsas on MarclB1 andmakeprovisioequivalertb 100per 
centftheaggregateetdebitundeallcategoriesVhilaloingo,it 
may be ensured that: 

(i) credibalancén Blockedccountreatechtermsof 
instructionsontaineh circulaNo.DBODBPBC. 
73/21.04.018/98 dated July 27, 1998 is also taken into 
account; and 

(ii) thenetdebiin onecategoris notset-dfagainshetcreditn 
another cetegory 


ll. Interest accrued Interesaccruedutnotdueon investmentandadvancesind 
interestdue but not collecteadn investmentwill be the main 
componenitsf thisitem.As bankmormallwebitthe borrowers’ 
accounwithinterestueon thebalancsheetate,usuallyhere 
maynotbe anyamounbf interesdueon advancesOnlysuch 
interesas canbe realisech theordinargourseshouldeshown 
under this head. 


Ill. Taxpaidinadvance/tateducted Theamounodftaxdeducteat sourceonsecuritiesadvancéax 
at source paidetc.totheextenthatthesatemsarenotsetof againstelative 
tax provisions should be shown against this item. 


IV. Stationerandstamps 


V. Non-banking assets acquired in 
satisfaction of claims 


VL Others 


Schedule 12—Contingent Liabilities 


|. Claims against the bank not 
acknowledged as debts 


ll. Liability for party paid investments 


Liability on account of outstanding 
forward exchange contracts 


lV. Guaranteegiveronbehalof 
constituents 
(i) InIndia 
(ii) Outsidéndia 

V. Acceptancesndorsemenénd 
other obligations 


Otheittemdorwhiclthebanks 
contigently liable 


Vi. 


Bills for Collection 
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Only exceptionatemsof expendituren stationeryike bulk 
purchasefsecuritpaperoosdeaforothetedgersstc.whiclare 
showrasquasi-assédbewritterf ovea periodftimeshoulde 
shownhere. Thevalueshoulcbe on a realistidasisandcost 
escalatioshoulcdotbe takerintoaccountas thesatemsarefor 
internal use. 


Immovableroperties/tangitdesetsacquiredn satisfactioof 
claims are to be shown under this head. 


Thiswillincludaétemslike claimswhichhavenotbeenmet, for 
instanceglearingemsdebiitemsepresentiragditiont assets 
orreductiom liabilitiesvnicmhavenotbeenadjustedortechnical 
reasonswantof particularsetc. All interest-bearingansand 
advancegrantedo staf shouldbe includedinderadvances’. 
Howeveallnon-interebearindoansandadvance staf should 
beincludedhere.ltemawhicharein thenatureof expensewhich 
arependingdjustmentshoulde providedorandtheprovision 
nettecagainsthisitemsothatonlyrealisablealuds showrunder 
thsheadAccruechcometherthaninteresmayalsobeincluded 
here. 

Outstandings creditcardoperationshoulcbe showras partof 
‘advances’ instead of clubbing these under ‘other assets’. 


Liabilitpnpartlpaidsharesdebenturestc.willbeincludemthis 
head. 


Outstandirfgrwaréxchangeontractmaybeincludedere. 


Guaranteegiverforconstituenta Indiaandoutsidéndiamaybe 
shown separately 


Thisitemwillincludéetttersfcreditandbillsacceptedythebank 
on behalf of the customers. 


Arreargsf cumulativdividendgpillsrediscountedommitments 
underunderwritingontractsestimatedamountsof contracts 
remainintp be executedn capitakccounaéndnotprovidedor 
etc. are to be included here. 


Billsandotheritemsnthecoursefcollectioandnotadjustewill 
beshowragainsthisiteminthesummaryersiormnlyNoseparate 
schedule is proposed. 
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Profit and Loss Account 


ltem Notes and instructions for compilation 
Schedule 13—Interest Earned 
l. Interest/discount on advances/bills Includemteresanddiscountnalltypesfloansandadvancekke 
cashcreditdemandoansverdraftsexportoansermloans, 
domestiandforeigtbillssurchaseainddiscounte¢ncludinthose 
rediscounted)yerduénteresandalsointerestbubsidyif any 
relating to such advances/bills. 


Il. Income on investments Includeallincom@lerivedromtheinvestmerfortfolidy wayof 
interest and dividend. 


Ill. InteresbnbalancewithRBlandother IncludemteresbnbalancesvithReserv®ankandotherbanks, 


inter-bank funds call loans, money market placements, etc. 
IV. Others Includeanyotheinterest/discountome@otincludeththeabove 
heads. 


Schedule 14-Other Income 


|. Commission, exchange and brokerageiudesall remuneratioan servicessuchas commissioon 
collections;ommission/excharageremittanceandtransfers, 
commissiomlettersfcrediandguaranteetsttingputoflockers, 
commissioron Governmenbusiness,commissioron other 
permittedgencpusinesmcludingonsultanandotheservices, 
brockeragetc.onsecuritiedt doesnotincludéoreigrexchange 
income. 


ll. Profitnsaleofinvestments Includeprofit/lossnsaleofsecuritiegsyrniturdancandbuildings, 
Less: Loss on sale of investments Motorvehiclesgold,silvey etc. Onlythe netpositiorshoulcbe 
Ill. Profionrevaluatioofinvestments shownlfthenetpositioms a loss{heamounshouldbeshowrasa 
: : deduction henetprofit/losen revaluatioof assetsnayalsobe 
Less: Loss on revaluation of investme under te kan 
M eee Saar Profitonsaleofinvestmenia held-to-maturitategorghoulde 
_____ firsttakertotheProfi& LossAccounindthereaftdreappropriated 
Less: Loss on sale of land, buildins wfide:CapitaReservAccounProfibrlossonsaleofinvestments 
other assets inavailable-for-saladheld-for-tradimgtegorieshouldbetaken 
totheProfit& LossAccount. 


V. Profitnexchangtansactions Includeprofit/lossndealingnforeigrexchangallincomearned 
Less: Loss on exchange transactiomy wayof foreigrexchangesommissioandchargegn foreign 


VI. Income earned by way of dividenciserangeansactiorexcludingitereswvhichwillbeshowrunder 
from subsidiaries, companies and id GIRSONIvthenetpositioshouldeshownlfthenetpositionsa 
vanus Abroadiin India ~ loss, It is to be shown as a deduction. 

VII. Miscellaneous income Includesecoveriesonconstituenfergodowmentsincomérom 


bank’gspropertiessecuritghargesinsuracncetc.andanyother 
miscellaneoutscomeln caseanyitemunderthisheadexceeds 
onepercentagefthetotalincomeparticulannaybe giverin the 
notes. 


Schedule 15—Interest Expended 


Interest on deposits 


InteresbnReserv@Banlof 
India/inter-bank borrowings 


Ill. Others 


Schedule 16—Operating Expenses 


Vi. 


VII. 


VIII. 


Payment andprovisiontor 
employees 


. Rent, taxes and lighting 


Printinqndstationery 


 Advertisemeandpublicity 


Depreciatiambanls property 


Directors’ fees, allowances 
and expenses 


Auditorgeesandexpense€ncluding 
branch auditdees and expenses) 


Law charges 
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Includemterespaidonalltypesfdepositmcludindepositfom 
banks and other institutions. 


Includesiiscount/interesh all borrowingandrefinancérom 
Reserv@antoflndiaandothetbanks. 


Includesliscount/interest all borrowings/refinaricamfinancial 
institutionsAll other paymentdike intereston participation 
certificates, penal interest paid, etc., may also be included here. 


Includestafsalaries/wagedlowancesponusothestaf benefits 
like providentund,pensiongratuityliverieso staf, leavefare 
concessions, stafelfare, medical allowance to staff, etc. 


Includesenipaicbythebankanbuildingsandothemunicipand 
othertaxespaid(excludinghcomé¢axandinterestax), electricity 
andothesimilachargeandeviesHouseentallowancandother 
similapaymentt staf appeaunderthehead Payment and 
provisions for employees’. 


Includebooksandformsandstationerysecbythebankancother 
printingchargeswhichare not incurredby way of publicity 
expenditure. 


Includeexpendituracurredy thebankforadvertisemeanhd 
publicity purposes including printing charges of publicity matter 


Includeslepreciatiom banks ownpropertynotorarsandother 
verhiclegurnitureslectridittingsyaultslifts |easeholdroperties, 
non-banking assets, etc. 


Includesittingeesandall otheritemsof expendituracurreadn 
behalbf directorsT hedailyallowancéjotelchargesconveyance 
chargesetc. whichthoughin the natureof reimbursemevf 
expensesncurredmay be includedunderthis head. Similar 
expenseeflocalCommittemembermayalsobeincludedinder 
this head. 


Includeshe feespaidto the statutoryandbranchauditordor 

professionabrvicesenderedndallexpenseforperformintheir 

dutieseventhougliheymaybein thenatureof reimbursement 

expenseslf externafuditorshavebeenappointedby banks 
themselvdsrinternahspectiorandauditsandotheserviceghe 

expensemcurredhthatcontexincludinfgesnaynotbeincluded 
under this head but shown under ‘other expenditure’. 


All legalexpensesindreimbursemenf expensegncurredn 
connection with legal services are to be included here. 
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IX. Postagdelegramselephonestic. Includesall postalchargegike stampstelegramtelephones, 
teleprinteetc. 


X. Repairs and maintenance Includes repairs to bank’s profbaxitymaintenance charges, etc. 


XI. Insurance Includegssurancehargesnbantks propertyinsuranceremium 
paidto DICGCetc.to theextentheyarenotrecovereéromthe 
concerned parties. 


XII. Otheexpenditure Allexpensesthetharthosaotincludethanyoftheothetheads, 
like, licensdees,donationssubscriptiorts papersperiodicals, 
entertainmeekpensegravelexpensesstc. , maybe included 
undethishead!Incaseanyparticulatemundethisheacexceeds 
onepercentagefthetotalincomeparticulannaybegiverin the 
notes. 


Provisions and Contingencies Includeall provisionsiaddorbadanddoubtfullebtsprovisions 
fortaxationprovisionfordiminutiom thevalueof investments, 
transfers to contingencies and other similar items. 
Theprovisionsequiredo becreatednaccounbfdepreciatian 
theavailabléorsalecategorinanyyeaishouldbedebitedo Profit 
& LossAccounandanequivaleramountnetoftaxbenefitif any 
andnetofconsequeméductiomthetransfeto StatutorReserve) 
orthebalancavailablm|lnvestmeriluctuatioReservAccount, 
whicheveis less, shouldbe transferredromthe Investment 
FluctuatioReservaéccounto Profit LossAccountn theevent 
provisionereatedn accounof depreciatioin theavailabléor 
salecategorgrefoundobeinexcesoftherequiredmouninany 
yeay theexcesshouldecreditedo Profi& LossAccounandan 
equivalenamouninetof taxes, if any andnet of transfertto 
StatutorReservesapplicatioiosuchexcesgrovisiorshoulde 
appropriated thelnvestmerluctuatioReservaccounto be 
utilisedo meetfuturedepreciatiorequiremeribrinvestmenis 
this categoryTheamountebitedo Profit& LossAccounfor 
provisiorandthe amountreditedo Profit& LossAccounfor 
reversalof excessprovisionshouldbe debitedand credited 
respectivelyunder the head ‘Expenditure—Provisioas 
ContingenciesI.he amountsappropriateffom Profit& Loss 
Accournandtheamountransferredonthelnvestmemuctuation 
ReservéoProfi& LossAccourshouldbeshowras‘belowheline’ 
items after determining the profit for the year 
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Additional Disclosures in Financial Statements 


Apart from complying with the presentation and disclosure requirements of the Third Schedule to the Banking 
Regulation Act, 1949, read with the notes and instructions for their compilation issued by RBI, banks have to also make 
the following disclosures in the ‘Notes on Accounts’ pursuant to the requirements of RBI. 


1. 


or 


10. 


11. 
12. 


Capital adequacy ratio 


2. Capital adequacy ratio—Tier I capital 
3. 
4. Amount of subordinated debt raised as Tier II capital 


Capital adequacy ratio—Tier II capital 


This item should be shown by way of explanatory notes/remarks in the balance sheet as well as in 
Schedule 5 relating to ‘Other Liabilities and Provisions’. 

Percentage of shareholding of the government of India in the nationalised banks. 

Gross value of investments in India and outside India, aggregate of provisions for depreciation 
separately on investments in India and outside India, and the net value of investments in India and 
outside India. 

Percentage of net NPAs to net advances. 

Net NPAs mean gross NPAs as reduced by (i) balance in Interest Suspence Account, (ii) DICGC/ 
ECGC claims received and held pending adjustment, (iii) part payments received and kept in 
Suspence Account, and (iv) provisions held for loan losses. 

Movements in NPAs 

The disclosures should include the balances of Gross NPAs (after deducting provisions held, interest 
suspense account, DICGC claims received and part payments received and kept in Suspence Account) 
at the beginning of the year, reductions / additions to the NPAs during the year and the balances at the 
end of the year. 


. The amount of provisions made towards NPA, depreciation in the value of investments and income- 


tax during the year. 
Provisions for NPAs should be disclosed in the following format. 
Opening balance (as on 1 April ....) 
Add: Provisions made during the year 
Less: Write off, write back of excess provisions 
Closing balance (as on 31 March ....) 
Provisions for depreciation on investments should be disclosed in the following format. 
Opening balance (as on 1 April ....) 
Add: Provisions made during the year 
Less: Write off, write back of excess provisions 
Closing balance (as on 31 March ....) 


These provisions along with other provisions and contingencies should tally with the aggregate of the 
amount held under ‘Provisions and contingencies’ in the profit and loss account. 


Maturity pattern of investment securities 


Banks may follow the maturity buckets prescribed in the guidelines on Asset-Liability Management 
System contained in Circular DBOD.BP.BC.8/21.04.09/99 dated February 10, 1999, for disclosure of 
maturity pattern. The maturity buckets prescribed in the aforesaid circular may also be followed in 
respect of items 11-13 below. 


Maturity pattern of loans and advances. 
Maturity pattern of deposits 
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13. 
14. 


15: 


16. 


17. 
18. 


19. 


20. 


21. 


22. 


23. 


24. 


25. 


No. 


(1) 


Aono 


Maturity pattern of borrowings 

Maturity pattern of foreign currency assets and liabilities 

The maturity profile of the bank’s foreign currency assets and liabilities should be given. 
Lending to sensitive sectors. 


Banks should disclose lending to sectors which are sensitive to asset price fluctuations. These should 
include advances to sectors such as capital market, real estate, etc. and such other sectors to be defined 
as ‘sensitive’ by RBI from time to time. 


Interest income as a percentage to working funds 

Working funds mean total assets on the date of balance sheet (excluding accumulated lossed, if any) 
Non-interest income as a percentage to working funds 

Operating profit as a percentage to working funds 

Operating profit means total income minus interest expense and operating expenses. 


Return on assets means net profit divided by average of total assets as at beginning and end of the 
year. 


Business (deposit plus advances) per employee 


This means fortnightly average of deposits (excluding inter-bank deposits) and advances divided by 
number of employees as on the date of balance sheet. 


Profit per employee 
Information in respect of restructuring, etc. undertaken during the year 
(a) Total amount of loan assets subjected to restructuring, etc. 
(b) The amount of standard assets subjected to restructuring, etc. 
(c) The amount of sub-standard assets subjected to restructuring, etc. 
Information in respect of corporate debt restructuring undertaken during the year 
(a) Total amount of loan assets subjected to restructuring to CDR. 
(b) The amount of standard assets subjected to CDR. 
(c) The amount of sub-standard assets subjected to CDR. 
(d) The amount of doubtful assets subjected to CDR. 
Details of financial assets sold during the year to SC/RC for Asset Reconstruction 
(a) No. of accounts 
(b) Aggregate value (net of provisions) of accounts sold to SC/RC 
(c) Aggregate consideration 
(d) Additional consideration realised in respect of accounts transferred in earlier years 
(e) Aggregate gian/loss over net book value. 
Issuer composition of non-SLR investments 


(Rs in crore) 


Issuer Amount Extent of Extent of ‘below Extent of Extent of 
private investment ‘unrated’ ‘unlisted’ 
placement grade’ securities securities securities 


(2) (3) (4) (5) (6) (7) 
PSUs 

Fis 

Banks 

Privateorporates 
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5. Subsidiaries/Joint 


ventures 

6. Others 

To Provisioheldtowards 
depreciation XXX XXX XXX XXX 
Total* 


Notes: 
1. Total under column 3 should tally with the total of investments included under the following 
categories in Schedule 8 to the balance sheet: 


Shares 
Debentures & Bonds 
Subsidiaries /joint ventures 
Others 
2. Amounts reported under column 4, 5, 6 and 7 above may not be mutually exclusive. 
26. Non performing non-SLR investments 


The criterion for classifying a non-SLR investments as non-performing is similar to that used in 
classifying an advance as non-performing. As far as an investment in equity shares is concerned, it 
should be classified as non-performing in the event it is valued at Re 1 due to non-availability of the 
latest balance sheet of the issuer. If any credit facility availed by the issuer is classified as NPA by the 
bank, investment in any of the securities issued by that issuer should be treated as a non-performing 
investment. 


The disclosure of non-performing non-SLR investments is to be made in the following format: 
Particulars Amount (Rs. Crore) 
Opening balance 
Additions during the year since 1st April 
Reductions during the above period 
Closing balance 
Total provisions held 
27. Detail of Repo/ Reverse Repo transactions done during the year 
(Rs in crore) 


Minimum Minimum Daily average As on 
outstanding outstanding outstanding March 31 
during the during the during the 
year year year 


Securitiesoldunderepos 
Securitiesurchasanderevers¢epos 


28. Total investments made in equity shares, convertible bonds and debentures and units of equity 
oriented mutual funds and aggregate advances against shares. 


29. Category-wise country exposures 
(a) The risk category-wise country exposures, and 
(b) the extent of aggregate provisions held thereagainst. 
30. Disclusures regarding forward rate agreements/interest rate swaps 
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(a) 
(b) 


(c) 


(d) 
(e) 


(f) 


The notional principal of swap agreements; 

nature and terms of the swaps including information on credit and market risk and the 
accounting policies adopted for recording the swaps; 

quantification of the losses which would be incurred if counterparties failed to fulfil their 
obligation under the agreement; 

collateral required by the entity upon entering into swaps; 

any concentration of credit risk arising from the swaps. Examples of concentration could be 
exposures to particular industries or swaps with highly geared companies; and 

the ‘fair’ value of the total swaps book. If the swaps are linked to specific assets, liabilities or 
commitments, the fair value would be the estimated amount that the entity would receive or pay 


to terminate the swap agreement at balance sheet date. For a trading swap, the fair value would 
be its mark to market value. 


CHAPTER 1 


Audit of Insurance 
Companies 


CHAPTER OUTLINE 
13.1 Audit of Companies Carrying on Life Insurance 13.4 Books and Registers to be Maintained 
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Insurance Business 13.7 Preparation for the Audit 


13.3 Applicability of Accounting Standards 13.8 Internal Controls 
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13.1 AUDIT OF COMPANIES CARRYING ON 
LIFE INSURANCE BUSINESS 


Due to liberalisation, the economic policies of India have witnessed a significant 
transformation during the last decade. A new regulatory framework in the insurance sector 
has brought sweeping changes not only in terms of number of participants, but also in 
terms of portfolio of insurance business and the way business is conducted. 

The conduct of life insurance business is unique in the sense that the concept of ‘life 
fund’ and consequential segregation of shareholders fund from life fund and conditionalities 
of financial transactions between these two funds are not present in the conduct of any 
other business. This uniqueness brings about issues relating to recognition of revenue, 
preparation and presentation of accounts, valuation of assets and liabilities and 
measurement of taxable income requiring addressal in specific manner. 

The changing environment has made a strong case for better regulation on the 
insurance sector. An independent authority named, “Insurance Regulatory and 
Development Authority” was constituted in the year 1999 to protect the interest of holders 
of insurance policies and to regulate, promote and ensure orderly growth of the insurance 
industry. 

With the arrival of new participants in life insurance business, the organisational 
structure may differ from one insurance company to another. The Life Insurance 
Corporation of India (LICI) has a four--tier structure, i.e. head office, regional offices, 
divisional offices and branch offices, each tier being responsible for performing the 
functions assigned by the head office. 


13.1.1 Important Statutory Provisions for Audit 
The important statutory provisions relevant to the audit of life insurance companies are 
included in the following Acts and Rules: 
1. The Insurance Act, 1938 
. The Insurance Rules, 1939 
. The Income Tax Act, 1961 
. The Companies Act, 1956 
. The Life Insurance Corporation Act, 1956. 
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13.2 AUDIT OF COMPANIES CARRYING ON 
GENERAL INSURANCE BUSINESS 


The Indian economic environment is undergoing a significant transformation in view of 
liberalisation reforms introduced since early 1990s. In the wake of liberalisation reforms, 
the privatisation of insurance sector is not only intended to mobilise long-term funds but 
also to make the insurance business more competitive and thus meet the fundamental 
security needs of various sections of the society. 

The opening up of the insurance sector enabled entry of various new participants and 
expanded the scope of insurance coverage. With the arrival of new participants in general 
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insurance business, the organisation structure may differ from one insurance company to 
another. Most of the companies carrying on general insurance business have a four-tier 
structure, i.e. head office, regional office, divisional office and branch offices. Each tier of 
the structure is responsible for performing the functions assigned to it by the Head Office. 


General insurance business usually involves fire, marine or miscellaneous insurance 
business, whether carried on singly or in combination of one or more of them. Some 
common types of miscellaneous insurance include motor vehicle insurance, credit 
insurance, burglary insurance, loss of profit insurance, health insurance etc. 


13.2.1 Important Statutory Provisions for Audit 
The important statutory provisions relevant to the audit of general insurance companies 
are included in the following Acts and Rules: 
1. The Insurance Act, 1938 
. The Insurance Rules, 1939 
. The Income Tax Act, 1961 
. The Income Tax Rules, 1962 
The Companies Act, 1956 
. The General Insurance Business (Nationalisation) Act, 1972 
. The Motor Vehicles Act, 1988 
. Employees’ State Insurance Act, 1948 
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13.3 APPLICABILITY OF ACCOUNTING STANDARDS 


The Accounting Standards as issued by the Institute of Chartered Accountants of India are 
applicable to the preparation of financial statements of a company carrying on Insurance 
Business, subject to Paragraph 1 of Part 1 of Schedule B to the IRDA (Preparation of 
Financial Statements and Auditor’s Report of the Insurance Companies) Regulations, 2000. 

The applicability of Accounting Standards to the insurance companies are discussed 
below. 


Accounting Standard-3 

According to the IRDA (Preparation of Financial Statements and Auditor’s Report of 
Insurance Companies) Regulations, 2000, the receipts and payments account of an insurer 
should be prepared using the ‘Direct Method’ as mentioned in Accounting Standard-3 on 
cash flow statements. 


Accounting Standard-4 

Accounting Standard-4 on ‘Contingencies and Events Occurring After the Balance Sheet 
Date’ that deals with accounting treatment of contingent losses and gains and events 
occurring after the balance sheet date excludes from its applicability the liabilities of 
companies carrying on insurance business in view of special considerations applicable to 
such liabilities. The Standard excludes, from its applicability, the liabilities arising out of 
policies issued and not other liabilities which do not arise out of policies issued by the 
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insurance companies such as liabilities arising out of income tax dispute. Thus, the 
Standard applies to such other liabilities. 
Accounting Standard-9 


Accounting Standard-9 on ‘Revenue Recognition’ does not apply to revenue of insurance 
companies arising from insurance contracts, in view of the fact that revenue recognition 
from insurance contracts requires special considerations. The Standard is applicable to the 
insurance companies only in respect of income not earned from the insurance contracts 
such as interest, dividend, rent etc. 


Accounting Standard-13 

Under paragraph 2 (c) of Accounting Standard-13 on ‘Accounting for Investments’ it has 
been provided that the Standard does not deal with the investments of insurance 
enterprises. 

Accounting Standard-17 


So far as the applicability of Accounting Standard-17 on ‘Segment Reporting’ is concerned, 
the Regulations have disregarded the applicability clause contained in the Standard by 
providing that irrespective of the fact that the securities of the company are traded or not, 
Accounting Standard-17 would be applicable to an insurer carrying on life or general 
insurance business. 


13.4 BOOKS AND REGISTERS TO BE MAINTAINED 


An insurance company is required to maintain the following books of accounts and returns: 


13.4.1 Registers 


1. Register of policies 

Under Section 14 of the Insurance Act, 1938 every insurer is required to maintain a register 
or record of policies containing the details regarding every policy issued by the insurer, 
name and address of the policy holder, the date of effect of the policy, record of any 
transfer, assignment or nomination of which insurer has a notice. 

2. Register of claims 


Every insurer is also required to maintain a register or record of claims containing the 
details on date of claim made, name and address of the claimant, date of discharge of each 
claim and in case the claim is rejected, the date of rejection along with grounds thereof. 


13.4.2 Books of Accounts 


The insurance companies generally maintain the following books of accounts: 
e Cash book (for receipts and payments) 
e Ledger 
e Subsidiary records (Account of claims, premium, commission, assets, liabilities etc.) 
e Control register 


Audit of Insurance Companies Q 


In addition to that the provisions under Section 209 of the Companies Act, 1956 
regarding books of accounts are also applicable to the insurance companies. 


13.5 SUBMISSION OF REPORTS AND RETURNS 


Under Section 18 of the Insurance Act, 1938 every insurer is required to furnish to the 
Authority, a certified copy of every report on the affairs of the concern, which is submitted 
to the members or policyholders of the insurer immediately after its submission to the 
members of policyholders, as the case may be. 

The audited accounts and statements referred to in Section 11 or Section 13(5) and the 
abstracts and statements referred to in Section 13 shall be printed and four copies thereof 
shall be furnished as returns to the Authority, in the case of the accounts and statements 
referred to in Section 11 or Section 13(5) within six months and in case of the abstracts and 
statements referred to in Section 13 within nine months from the end of the period to which 
they refer. 


13.6 AUDIT OF ACCOUNTS 


Under Section 12 of the Insurance Act, 1938 the financial statements (balance sheet, profit 
and loss account and appropriations thereof) and revenue accounts of every insurer are 
required to be audited annually. Section 2(4) of the Insurance Act, 1938 defines the term 
‘auditor’ as a person qualified under the Chartered Accountants Act, 1949 to act as an 
auditor of a company. 

The provisions of Section 12 of the Insurance Act, 1938 apply only in a case where the 
financial statements of the insurer are not subject to audit under the Companies Act, 1956. 
A company carrying on life and general insurance business is, therefore, subject to audit 
requirements laid down under the Companies Act, 1956. 

Further, Section 12 of the Insurance act, 1938 does not cover the requirement for audit 
of the Receipts and Payments Account of an insurer. But the IRDA Act, 1999 inserted a new 
sub-section (1A) in Section 11 of the Insurance Act, 1938, overriding sub-section (1) of 
Section 11, prescribing the financial statements to be prepared by an insurer. The new sub- 
section requires that after the commencement of the IRDA Act, 1999 every insurer, in 
respect of insurance business transacted by him and in respect of his shareholders funds, 
should, at the end of each financial year, prepare a balance sheet, a profit and loss account, 
a separate account of receipts and payments and a revenue account in accordance with the 
regulations made by the Authority. 

The Authority, in exercise of the powers conferred by the Insurance Act, 1938 issued 
the IRDA (Preparation of Financial Statements and Auditor’s Report of Insurance 
Companies) Regulations, 2000. These Regulations also require the auditor of an insurance 
company to report whether the receipts and payments account of the insurer is in 
agreement with the books of accounts and returns. The auditor is also required to express 
an opinion as to whether the receipts and payments account has been prepared in 
accordance with the provisions of the relevant statutes and whether the receipts and 
payments account give a true and fair view of the receipts and payments of the insurer for 
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the period under audit. It implies that the auditor is required to audit the receipts and 
payments account of the insurer. 

The IRDA Act, 1999 also inserted the third proviso to section 2C (1) of the Insurance 
Act, 1938. The proviso requires that no insurer other than an Indian insurance company can 
commence any class of insurance business after the commencement of the IRDA Act, 1999. 
Under the circumstances, an Indian insurance company would be subject to the audit 
requirements laid down under the Companies Act, 1956. 


Qualification of auditor 

A chartered accountant fulfilling the requirements of the Companies Act, 1956 can be 
appointed as an auditor of an insurer. According to section 226 of the Companies Act, 1956 
a chartered accountant or a firm of chartered accountants or a restricted state auditor can be 
appointed as auditor of a company. 

However, the following persons cannot be appointed as auditor of a company: 

(a) A body corporate 

(b) An officer or employee of the company 

(c) A person who is a partner, or who is in the employment of an officer or employee of 
the company 

(d) A person who is indebted to the company for an amount exceeding rupees one 
thousand or who has given any guarantee or provided any security in connection 
with the indebtedness of any third person to the company for an amount exceeding 
rupees one thousand 

(e) A person holding any security of the company carrying voting rights 

It may be noted that the Insurance Act, 1938 mentions that the auditor of an insurer 
should be a chartered accountant qualified under the Chartered Accountants Act, 1949. 
Therefore, a restricted state auditor cannot be appointed as an auditor of an insurance 
company and only chartered accountants can be appointed as auditors of insurance 
companies. 

A person is not qualified for appointment as auditor of a company if he is disqualified 
for appointment as auditor of any other body corporate which is that company’s subsidiary 
or holding company or a subsidiary of that company’s holding company or would be so 
disqualified if the body corporate were a company. 

It may also be noted that in case of indebtedness in excess of the specified limit as 
mentioned above, the chartered accountant concerned becomes disqualified to audit any 
branch of the insurer and the disqualification is not only confined to appointment as 
auditor of the particular branch to which the debt is owed. 


Appointment of auditor 


The Insurance Act, 1938 is silent on the procedure for appointment of auditors of insurance 
companies. Therefore, the provisions of the Companies Act, 1956 would apply in so far as 
appointment of auditor is concerned. The auditor of an insurance company is to be 
appointed at the annual general meeting of the company. The approval of the Authority is 
required before the appointment is made. The central statutory auditors of insurance 
companies are appointed by the insurance company concerned on the basis of the names 
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recommended by the Authority from out of a panel of auditors. For this purpose, the 
Authority formulates detailed norms on the basis of which the panel is prepared. 


Remuneration of auditor 

The remuneration of auditor of insurance company is fixed in accordance with the 
provisions of section 224 of the Companies Act, 1956, i.e. the remuneration of the auditor is 
fixed by the company in general meeting or in such manner as the company in general 
meeting may determine. 


Powers of auditor 


The auditor of an insurance company has the same power as those of a company auditor in 
the matter of access to the books of accounts, documents and vouchers. He is also entitled to 
require from the officers of the insurance company such information and explanations as he 
may think necessary for the performance of his duties. In the case of an insurance company, 
he is entitled to receive notice relating to any general meeting. He is also entitled to attend 
any general meeting and to be heard there on any part of the business, which concerns him 
as the auditor. 


Auditor's report 
The authority has prescribed the matters to be dealt with by the auditor’s report under 
Schedule C of IRDA (Preparation of Financial Statements and Auditor’s Report of 
Insurance Companies) Regulations, 2000. 
The auditors are required to make a report to the members of the company in which 
they have to deal with the following matters: 
I. (a) Whether they have obtained all the information and explanations which, to the best 
of their knowledge and belief, were necessary for the purposes of their audit and 
whether they have found them satisfactory 


(b) Whether proper books of account have been maintained by the insurer so far as it 
appears from an examination of those books 
(c) Whether proper returns, audited or unaudited, from branches and other offices have 
been received and whether they were adequate for the purpose of audit 
(d) Whether the balance sheet, revenue accounts and profit and loss account dealt with 
by the report and the receipts and payments account are in agreement with the 
books of account and returns 
(e) Whether the actuarial valuation of liabilities is duly certified by the appointed 
actuary including a statement to the effect that the assumptions for such valuation 
are in accordance with the guidelines and norms, if any, issued by the Authority, 
and/or the Actuarial Society of India in concurrence with the Authority. 
Il. The auditors are also required to express their opinion on the following. 
(a) (i) Whether the balance sheet gives a true and fair view of the surplus or the deficit 
for the financial year / period 
(ii) Whether the revenue accounts give a true and fair view of the surplus or the 
deficit for the financial year / period 
(iii) Whether the profit and loss account gives a true and fair view of the profit or 
loss for the financial year / period 
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(iv) Whether the receipts and payments account gives a true and fair view of the 
receipts and payments for the financial year / period 

(b) Whether the financial statements stated in (a) have been prepared in accordance 
with the requirements of the Insurance Act, 1938, the Insurance Regulatory and 
Development Authority Act, 1999 and the Companies Act, 1956, to the extent 
applicable and in the manner so required 

(c) Whether investments have been valued in accordance with the provisions of the Act 
and Regulations 


(d) Whether the accounting policies selected by the insurer are appropriate and are in 
compliance with the applicable Accounting Standards and with the accounting 
principles, as prescribed in these Regulations or any order or direction issued by the 
Authority in this behalf 

HI. The auditors are required to further certify the following: 


(a) They have reviewed the management report and there is no apparent mistake or 
material inconsistency with the financial statements; and 


(b) The insurer has complied with the terms and conditions of the registration 
stipulated by the Authority. 
IV. The auditors are required to sign a certificate certifying 


(a) that they have verified the cash balances and the securities relating to the insurer’s 
loans, reversions and life interests and investments; 


(b) the extent, if any, to which they have verified the investments and transactions 
relating to any trusts undertaken by the insurer as trustee; and 

(c) that no part of the assets of the policyholders’ funds has been directly or indirectly 
applied in contravention of the provisions of the Insurance Act, 1938 relating to the 
application and investments of the policyholders’ funds. 


13.6.1 Other Important Provisions Relating to Audit 


Every insurance company in the management report has to furnish a responsibility 
statement in connection with the existence and effective operation of an internal audit 
system. It implies that every insurance company should have in place an internal audit 
system commensurate with its size and nature of the business. 

Section 40B and 40C of the Insurance Act, 1938 provides for the limitations on expenses 
of management in life and general insurance companies, the rules in respect of which have 
been specified under Insurance Rules, 1939. Every insurer is required to incorporate in the 
revenue account a certificate signed by the chairman and two directors and by the principal 
officer of the insurer, and by the auditor certifying that all expenses of management, 
wherever incurred, directly or indirectly, in respect of the business referred to in this 
section have been fully debited in the Revenue Account as expenses. 


13.6.2 Audit at Branch/Divisional Office Level 
and at Head Office Level 


Under the restructuring of the insurance sector, insurance business can be run by Life 
Insurance Corporation of India or by General Insurance Corporation of India or public 
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sector companies or private operators. The concept of divisional office may not be relevant 
in case of private operators but may continue to be of relevance in case of Life Insurance 
Corporation of India and General Insurance Corporation of India. Wherever the reference 
is made to the divisional office, it may be understood as branches or any other offices where 
those operations are carried out in case of private companies. 

Further, the Life Insurance Corporation of India and General Insurance Corporation of 
India may call for trial balances or other relevant returns from the branches and then the 
same may be consolidated at the head office level. There is a significant difference in the 
scope of audit at a branch or divisional office of an insurance company and at head office as 
well as other controlling offices such as regional offices. The difference stems from the fact 
that the insurance business—receiving premiums and selling claims—as well as most other 
insurance related operations take place at the branch level or divisional office level. 

In the normal course, the head office and the regional offices do not conduct any 
insurance business except reinsurance transactions. They are generally responsible for 
administrative and policy decisions which are executed at the branch/ divisional office 
level. 


Audit at branch/divisional level 

Audit of branches of insurance companies is required under Section 228 of the Companies 
Act, 1956. It is, thus, obligatory for an insurance company to get the financial statements of 
each of its branch offices audited except branches under the Companies (Branch Audit 
Exemption) Rules, 1961. 

The branch auditor has the same powers and duties in respect of audit of financial 
statements of the branch as those of the central statutory auditors in relation to audit of 
head office. 

The branch auditors furnish their audit reports on the branch financial statements to 
central statutory auditors with a copy to the management of the company. Branch returns 
include balance sheet, profit and loss account, revenue account and other information 
relevant for preparation of financial statements of the insurance company such as 
particulars of premiums /claims and also include the returns from unaudited branches. 
Audited as well as unaudited branch returns are consolidated at the head office. The 
returns pertaining to a region may be sent by the branches or divisional office to the 
regional office concerned and are consolidated there. The returns received from various 
regions may then be consolidated at the head office. 


Audit at the head office level 
The central statutory auditors, apart from examining consolidation of branch returns, look 
into specific matters, which are normally not dealt with at the branch level. These may 
include the following: 
e Depreciation on assets like premises etc., where the recording of the relevant fixed 
assets is centralised at the head office 
e Valuation of investments and provisions for diminution in value thereof 
e Provisions in respect of non-performing loans and doubtful elements of other 
current assets 
e Accounting for reinsurance transactions 
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e Provisions for gratuity, pension and other retirement benefits 
e Provision for payment of bonus or ex-gratia in lieu of bonus 
e Provision in respect of losses arising from frauds discovered 
e Provision for taxation 

e Provision for audit fee 


e Provisions to meet any other specific liabilities or contingencies the amount of which 
is material 

e Transfers to reserves 

e Dividends 

e Any other matters dealt with at the head office 

Another area, which is of utmost importance for the central statutory auditors in the 
present day context, is that related to inter-office reconciliation. Such reconciliation is 
mostly centralised at the head office. Each company has laid down methods and 
procedures for reconciling the transactions between the various offices of the company. 

The central statutory auditors also have to consider the observations made in the 
branch auditors’ reports. They have to judge whether the observations appearing in the 
branch auditors’ reports, though considered material at the branch level are material in the 
context of the financial statements of the company as a whole. 


13.7 PREPARATION FOR THE AUDIT 


Following are the stages through which the auditors of insurance companies can prepare 
themselves for conducting audit: 


1. Preliminary work 


The auditor’s knowledge for an engagement would include general knowledge of the 
economy and the industry within which the entity operates. The auditor should, 
accordingly, acquire knowledge of the regularity environment in which an insurance 
company operates. He should familiarise himself with the relevant provisions of the 
applicable laws and ascertain the scope of his duties and responsibilities in accordance with 
such laws. 


2. Evaluation of internal control system 

Evaluation of the internal control system assumes greater importance in case of audit of 
insurance companies due to the enormous volume of transactions entered into by these 
companies. The auditor should study and evaluate the design and operation of internal 
control. 


3. Preparation of audit programme 

The auditor should prepare an audit programme for substantive testing which should 
adequately cover the scope of his work. In framing the audit programme, the auditor 
should give due importance to the areas where, in his view, there are weaknesses in 
internal controls. The audit programme for central statutory auditors would be different 
from that of branch auditors. The central statutory auditors have to deal with consolidation 
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of branch accounts, investments and items normally dealt with at head office level, while 
the branch auditors have to deal with basic operations. 


4. Communication with the previous auditor 

The objective of communicating with the previous auditor is to provide the proposed 
auditor with an opportunity to know the reasons for the change. When communicating 
with the previous auditor, the incoming auditor should find out whether there is any 
professional or other reason why he should not accept the appointment. 


5. Letter of engagement 

An audit engagement letter is aimed at documenting and confirming the acceptance of 
appointment as auditor. The branch auditor should send an audit engagement letter to the 
appointing authority before the commencement of the audit. 


6. Co-ordination with branch management 


Co-ordination between the auditor and the branch management is essential for an effective 
audit. The branch auditor should send a formal communication to the branch management 
specifying the books, records and other information that would be required while 
conducting the audit. 


13.8 INTERNAL CONTROLS 


The existence and effective operation of an adequate system of internal control is an 
essential pre-requisite for efficient and effective functioning of any enterprise. Specific 
internal control procedures are to be followed in an enterprise depend upon variety of 
factors. However, as in the case of other enterprises, the generic internal controls in 
insurance companies generally fall under following categories: 


13.8.1 Segregation and Rotation of Duties 


One of the fundamental features of an effective internal control system is the segregation 
and rotation of duties in a manner conducive to prevention and timely detection of frauds 
and errors. 


The functions, typically, segregated are as follows: 
e Authorisation of transactions 

e Execution of transactions 

e Physical custody of related assets 

e Maintenance of records and documents. 


13.8.2 Authorisation of Transactions 


The management of an enterprise delegates authority to different levels and to particular 
persons in the enterprise to execute specified kinds of transactions in accordance with the 
prescribed conditions. Authorisation may be general or it may be specific with reference to 
a single transaction. It is necessary to establish procedures, which provide assurance that 
authorisations are issued by persons acting within the scope of their authority and that the 
transactions conform to the terms of the authorisations. 
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The following procedures are usually established in insurance companies for this 
purpose: 

e The financial and administrative powers of key officials are approved and noted in 
the Board meetings and other committee meetings. 

e The financial and administrative powers of each official are fixed and 
communicated to all persons concerned. 

e All financial decisions at any level are required to be reported to the next higher level 
for confirmation and information. 

e Any deviation from the laid down procedures requires confirmation from/ 
intimation to higher authorities. 

e Branch managers have to send periodic confirmation to their controlling authority 
on compliance of the laid down systems and procedures. 


13.8.3 Maintenance of Adequate Records and Documents 


The prime objective of accounting controls is to ensure that the transactions are recorded at 
correct amounts and in the accounting periods in which they are executed and that they are 
classified under appropriate accounts. The procedures adopted by insurance companies to 
achieve these objectives are quite similar to other commercial enterprises and include the 
following: 
e All records are maintained in accordance with the prescribed regulations and 
furnish the information as required. 
e Books are reviewed periodically by responsible official and balanced and reconciled 
where necessary. 
e Inter-office transactions are reconciled within a specified time frame. 
e Records are duly updated to ensure accountability and safeguarding of assets. 
e Proper returns are received from branches at the corporate level for necessary 
accounting and reconciliation. 


13.8.4 Accountability for and Safeguarding of Assets 


Accountability of assets starts at the time of their acquisition and continue until their use 
and disposal. It is achieved by maintenance of records of assets and their periodic 
comparison with the related assets. To safeguard the assets, it is also necessary that the 
access to assets is limited to authorised personnel. This covers not only direct physical 
access, but also indirect access through preparation and processing of documents that 
authorise the use or disposal of assets. Significant controls in this regard generally followed 
in the insurance companies are as follows: 

e All the assets held physically/by custodians are duly verified/confirmed on a 
periodic basis and verified with the underlying records as stated above. Any 
discrepancies need to be promptly dealt with. 

e The assets are reviewed for impairment at the time of verification as stated above to 
reflect to the appropriate valuation in respect thereof. 

e Sensitive items such as cash on hand, cheque books, electronic fund transfer access 
control to be under the responsibility / custody of at least two officers who have been 
instructed the importance of such responsibility. 
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POINTS TO PONDER 


e The concept of life insurance business is unique in the sense that the concept of life fund 
and consequential segregation of shareholders fund from life fund and conditionalities of 
financial transactions between these two funds are not present in the conduct of any other 
business. 

e The important statutory provisions relevant to the audit of life insurance companies 
include the Insurance Act, the Insurance Rules, the Income Tax Act, the Companies Act 
and the Life Insurance Corporation Act. In addition to that the accounting standards as 
issued by the Institute of Chartered Accountants of India are also applicable to the 
preparation of financial statements of the insurers. 


e General insurance business usually involves fire, marine or miscellaneous business, 
whether carried on singly or in combination of one or more of them. Some common types 
of miscellaneous insurance include motor vehicle insurance, credit insurance, burglary 
insurance, loss of profit insurance, health insurance etc. 

e The important statutory provisions relevant to the audit of general insurance companies 
include the Insurance Act, the Insurance Rules, the Income Tax Act, the Income Tax Rules, 
the Companies Act, the General Insurance Business (Nationalisation) Act and the Motor 
Vehicles Act. In addition to that the Accounting Standards as issued by the Institute of 
Chartered Accountants of India are also applicable to the preparation of financial 
statements of the insurers. 

e An insurance company is required to maintain a number of books of accounts and 
registers, which include register of policies, register of claims, cash book, ledger 
subsidiary records and control registers. 

e Every insurer is required to furnish to the authority a certified copy of every report on the 
affairs of the concerns, which is submitted to the members or policyholders of the insurer. 

e The financial statements and the revenue accounts of every insurer are required to be 
audited annually. A chartered accountant fulfilling the requirements of the Companies 
Act can be appointed as an auditor of an insurer. The auditor is to be appointed at the 
annual general meeting and his remuneration is also fixed at that meeting. The auditor of 
an insurance company has the same power as those of a company auditor and the auditor 
is required to make a report to the members of the company. 

e In the management report, every insurance company has to furnish a responsibility 
statement in connection with the existence and effective operation of an internal audit 
system. 

e It is obligatory for an insurance company to get the financial statements of each of its 
branch offices audited except the exempted branches. The branch auditors furnish their 
audit reports to the central statutory auditors. The central statutory auditors have to 
consider the observations made in the branch auditor’s report. 

e The central statutory auditors, apart from examining consolidation of branch returns, look 
into specific matters, which are normally not dealt with at the branch level. 

e The auditors of insurance companies can prepare themselves for conducting audit by 


following a number of stages, which include preliminary work, evaluation of internal } 


Q Auditing: Principles and Techniques 


ie 


control system, preparation of audit programme, communication with the previous ) 


auditor and co-ordination with the branch management. 

The existence and effective operation of an adequate system internal control is an essential 
pre-requisite for efficient and effective functioning of any insurance business. The generic 
internal controls in insurance companies include segregation and rotation of duties, 
authorisation of transactions, maintenance of adequate records and documents and 
accountability for and safeguarding of assets. 


p” 


REVIEW QUESTIONS 


Short-answer Questions 


1. 


What are the Acts and Rules that govern the accounts of companies carrying on general 
insurance business? 


What are the registers to be maintained by an insurance company? 


Name the books of accounts required to be maintained by a company carrying on life 
insurance business. 


Who can be appointed as auditors of an insurance company? 

How the auditor of a company carrying on life insurance business is appointed? 

How is the remuneration of the auditor of a company carrying on general insurance business 
fixed? 

State the powers of an auditor of an insurance company. 


State the important matters, that the central statutory auditor looks into, while conducting 
audit at the head office level. 


Essay-type Questions 


1. 


State the important provisions of the IRDA regulations, 2000 governing the audit of an 
insurance company. 

State the applicability of Accounting Standards to the preparation of financial statements of 
insurance companies. 

What are the provisions of the Insurance Act, 1938 regarding submission of reports and 
returns by the insurance companies? 

State the provisions as contained in Schedule C of IRDA Regulations, 2000 regarding 
Auditor’s Report of an insurance company. 

How do the auditors prepare themselves before undertaking audit of an insurance 
company? 

Discuss, in detail, the internal control procedures, that should be adopted by an insurance 
company. 


Reference: Guidance Notes issued by the Institute of Chartered Accountants of India on Life Insurance Business and 
General Insurance Business. 
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= ANNEXURE = 
Extracts From 


The Insurance Regulatory and Development Authority 
(Preparation of Financial Statements and Auditor’s Report of Insurance 
Companies) Regulations, 2002 
Schedule B 


PART I 


Accounting Principles for Preparation of Financial Statements 


1. Applicability of Accounting Standards: Every Balance Sheet, Receipts and Payments Account [Cash 

Flow statement] and Profit and Loss Account [Shareholders’ Account] of the insurer shall be in 
conformity with the Accounting Standards (AS) issued by the ICAI, to the extent applicable to the 
insurers carrying on general insurance business, except that: 
Accounting Standard 3 (AS 3), Cash Flow Statements—Cash Flow Statement shall be prepared only 
under the Direct Method. Accounting Standard 13 (AS 13), Accounting for Investments, shall not be 
applicable. Accounting Standard 17 (AS 17), Segment Reporting, shall apply to all insurers 
irrespective of the requirements regarding listing and turnover mentioned therein. 

2. Premium: Premium shall be recognised as income over the contract period or the period of risk, 
whichever is appropriate. Premium received in advance, which represents premium income not 
relating to the current accounting period, shall be disclosed separately in the financial statements. 


A reserve for unexpired risks shall be created as the amount representing that part of the premium 
written which is attributable to, and to be allocated to the succeeding accounting periods and shall not 
be less than as required under Section 64 V (I) (ii) (b) of the Act: 
Premium Received in Advance, which represents premium received prior to the commencement of the 
risk, shall be shown separately under the head ‘Current Liabilities’ in the financial statements. 

3. Premium Deficiency: Premium deficiency shall be recognised if the sum of expected claim costs, 
related expenses and maintenance costs exceeds related reserve for unexpired risks. 

4. Acquisition Costs: Acquisition costs, if any, shall be expensed in the period in which they are 
incurred. 
Acquisition costs are those costs that vary with and are primarily related to the acquisition of new and 
renewal insurance contracts. The most essential test is the obligatory relationship between costs and 
the execution of insurance contracts (i.e. commencement of risk). 

5. Claims: The components of the ultimate cost of claims to an insurer comprise the claims under policies 
and specific claims settlement costs. Claims under policies comprise the claims made for losses 
incurred, and those estimated or anticipated under the policies following a loss occurrence. 


A liability for outstanding claims shall be brought to account in respect of both direct business and 
inward reinsurance business. The liability shall include: 

(a) Future payments in relation to unpaid reported claims: 

(b) Claims Incurred But Not Reported (FBNR) including inadequate reserves [sometimes referred to 

as Claims Incurred But Not Enough Reported (IBNER)], 

which will result in future cash/asset outgo for settling liabilities against those claims. Change in 
estimated liability represents the difference between the estimated liability for outstanding claims at 
the beginning and at the end of the financial period. 
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The accounting estimate shall also include claims cost adjusted for estimated salvage value if there is 
sufficient degree of certainty of its realisation, 

Actuarial Valuation of claim liability—in some cases: Claims made in respect of contracts where the claims 
payment period exceeds four years shall be recognised on an actuarial basis, subject to regulations that 
may be prescribed by the Authority. 


In such cases, certificate from a recognised actuary as to the fairness of liability assessment must be 
obtained. Actuarial assumptions shall be suitably disclosed by way of notes to the account. 


6. Procedure to determine the value of investments: An insurer shall determine the values of investments 
in the following manner:— 

(a) Real Estate—Investment Properly: Investment Property shall be measured at historical cost Less 
accumulated depreciation and impairment loss, residual value being considered zero and no 
revaluation being permissible. 

The insurer shall assess at each balance sheet date whether any impairment of the investment property 
has occurred. An impairment loss shall be recognised as an expense in the Revenue/ Profit and Loss 
Account immediately. 


Fair value as at the balance sheet date and the basis of its determination shall be disclosed in the 
financial statements as additional information. 

(b) Debt Securities: Debt securities including government securities and redeemable preference 
shares shall be considered as ‘held to maturity’ securities and shall be measured at historical cost 
subject to amortisation. 

(c) Equity Securities and Derivative Instruments that are traded in active markets: Listed equity securities 
and derivative instruments that are traded in active markets shall be measured at fair value as at 
the balance sheet date. For the purpose of calculation of fair value, the lowest of the last quoted 
closing price of the stock exchanges where the securities are listed shall be taken. 


The insurer shall assess on each balance sheet date whether any impairment of listed equity security 
(ies)/ derivative(s) instruments has occurred. 


An active market shall mean a market, where the securities traded are homogenous, availability of 
willing buyers and willing sellers is normal and the prices are publicly available. 

Unrealised gains/losses arising due to changes in the fair value of listed equity shares and derivative 
instruments shall be taken to equity under the head ‘Fair Value Change Account’. The ‘Profit on sale of 
investments’ or ‘Loss on sale of investments’, as the case may be, shall include accumulated changes in 
the fair value previously recognised in equity under the heading Fair Value Change Account in 
respect of a particular security and being recycled to Profit and Loss Account on actual sale of that 
listed security. 

For the removal of doubt, it is clarified that balance or any part thereof shall not be available for 
distribution as dividends. Also, any debit balance in the said Fair Value Change Account shall be 
reduced from the profits/free reserves while declaring dividends. 


The insurer shall assess, at each balance sheet date, whether any impairment has occurred. An 
impairment loss shall be recognised as an expense in Revenue / Profit and Loss Account to the extent of 
the difference between the remeasured fair value of the security / investment and its acquisition cost as 
reduced by any previous impairment loss recognised as expense in Revenue/ Profit and Loss Account. 
Any reversal of impairment loss, earlier recognized in Revenue/ Profit and Loss Account shall be 
recognised in Revenue/ Profit and Loss Account. 

(d) Unlisted and other than actively traded Equity Securities and Derivative Instruments: Unlisted equity 
securities and derivative instruments and listed equity securities and derivative instruments that 
are not regularly traded in active market will be measured at historical costs. Provision shall be 
made for diminution in value of such investments. The provision so made shall be reversed in 
subsequent periods if estimates based on external evidence show an increase in the value of the 
investment over its carrying amount. The increased carrying amount of the investment due to the 
reversal of the provision shall not exceed the historical cost. 
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For the purposes of this regulation, a security shall be considered as being not actively traded, if as per 
guidelines governing mutual funds laid down from time to time by SEB1, such a security is classified 
as ‘thinly traded’. 

Loans: Loans shall be measured at historical cost subject to impairment provisions. The insurer shall 
assess the quality of its loan assets and shall provide for impairment. The impairment provision shall 
not be lower than the amounts derived on the basis of guidelines prescribed from time to time by the 
Reserve Bank of India, that apply to companies and financial institutions. 

Catastrophe Reserve: Catastrophe reserve shall be created in accordance with norms, if any, 
prescribed by the Authority. Investment of funds out of catastrophe reserve shall be made in 
accordance with prescription of the Authority. 


PART II 


Disclosures Forming Part of Financial Statements 


A. The following shall be disclosed by way of notes to the Balance Sheet: 


1, 


a PF wn 


Contingent Liabilities: 
(a) Partly-paid up investments 
(b) Underwriting commitments outstanding 
(c) Claims, other than those under policies, not acknowledged as debts 
(d) Guarantees given by or on behalf of the company 
(e) Statutory demands liabilities in dispute, not provided for 
(f) Reinsurance obligations to the extent not provided for in accounts 
(g) Others (to be specified) 
Encumbrances to assets of the company in and outside India. 
Commitments made and outstanding for Loans, Investments and Fixed Assets. 
Claims, Less reinsurance, paid to claimants in/ outside India. 


Actuarial assumptions for determination of claim liabilities in the case of claims where the claims 
payment period exceed four years. 


Ageing of claims—distinguishing between claims outstanding for more than six months and other 
claims. 


Premiums, Less reinsurance, written from business in/ outside India. 


Extent of premium income recognised, based on varying risk pattern, category wise, with basis and 
justification, therefore, including whether reliance has been placed on external evidence. 


Value of contracts in relation to investments, for: 
(a) Purchases where deliveries are pending; 
(b) Sales where payments are overdue. 


. Operating expenses relating to insurance business: basis of allocation of expenditure to various classes 


of business. 


. Historical costs of those investments valued on fair value basis. 
. Computation of managerial remuneration. 
. Basis of amortisation of debt securities. 


(a) Unrealised gain/losses arising due to changes in the fair value of listed equity shares and 
derivative instruments are to be taken to equity under the head ‘Fair Value Change Account’ and 
on realisation reported in profit and loss account. 


(b) Pending realization, the credit balance in the ‘Fair Value Change Account’ is not available for 
distribution. 
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15. 
16. 


Fair value of investment property and the basis therefore. 


Claims settled and remaining unpaid for a period of more than six months as on the balance sheet 
date. 


B. The following accounting policies shall form an integral pan of the financial statements: 


1. 


All significant accounting policies in terms of the accounting standards issued by the ICAI. and 
significant principles and policies given in Part I of Accounting Principles. Any other accounting 
policies followed by the insurer shall be stated in the manner required under Accounting Standard AS 
1 issued by the ICAI. 

Any departure from the accounting policies as aforesaid shall be separately disclosed with reasons for 
such departure. 


C. The following information shall also be disclosed: 


‘A 


Investments made in accordance with any statutory requirement should be disclosed separately 
together with its amount, nature, security and any special rights in and outside India. 


. Segregation into performing /non-performing investments for purpose of income recognition as per 


the directions, if any, issued by the Authority. 
Percentage of business sector-wise. 


A summary of financial statements for the last five years, in the manner as may be prescribed by the 
Authority. 


The Authority may prescribe accounting Ratios as. 


Basis of allocation of Interest, Dividends and Rent between Revenue Account and Profit and Loss 
Account. 


PART III 


General Instructions for Preparation of Financial Statements 


The corresponding amounts for the immediately preceding financial year for all items shown in the 
Balance Sheet, Revenue Account and Profit and Loss Account should be given. 

The figures in the financial statements may be rounded off to the nearest thousands. 

Interest, dividends and rentals receivable in connection with an investment should be stated as gross 
value, the amount of income tax deducted at source being included under ‘advance taxes paid’. 
Income from rent shall not include any notional rent. 

(I) For the purposes of financial statements, unless the context otherwise requires- 

(a) the expression ‘provision’ shall, subject to note II below mean any amount written off or 
retained by way of providing for depreciation, renewals or diminution in value of assets, or 
retained by way of providing for any known liability or loss of which the amount cannot be 
determined with substantial accuracy; 

(b) the expression ‘reserve’ shall not, subject to as aforesaid, include any amount written off or 
retained by way of providing for depreciation, renewals or diminution in value of assets or 
retained by way of providing for any known liability; 

(c) the expression capital reserve shall not include any amount regarded as free for distribution 
through the profit and loss account; and the expression ‘revenue reserve’ shall mean any 
reserve other than a capital reserve; 

(d) The expression “liability” shall include all liabilities in respect of expenditure contracted for 
and all disputed or contingent liabilities. 

(II) Where: 

(a) any amount written off or retained by way of providing for depreciation, renewals or 

diminution in value of assets, or 
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(b) any amount retained by way of providing for any known liability is in excess of the amount 
which in the opinion of the directors is reasonably necessary for the purpose, the excess shall 
be treated for the purposes of these accounts as a reserve and not as a provision. 


The company should make provisions for damages under lawsuits where the management is of the 
opinion that the award may go against the insurer. 


Extent of risk retained and reinsured shall be separately disclosed. 


Any debit balance of Profit and Loss Account shall be shown as deduction from uncommitted reserves 
and the balance if any, shall be shown separately. 


PART IV 


Contents of Management Report 


There shall be attached to the financial statements, a management report containing, inter alia, the following duty 
authenticated by the management: 


I. 
2. 
3. 


4. 


10. 


11. 


12. 


Confirmation regarding the continued validity of the registration granted by the Authority; 
Certification that all the dues payable to the statutory authorities have been duly paid; 


Confirmation to the effect that the shareholding pattern and any transfer of shares during the year are 
in accordance with the statutory or regulatory requirements; 


Declaration that the management has not directly or indirectly invested outside India the funds of the 
holders of policies issued in India; 


Confirmation that the required solvency margins have been maintained; 


Certification to the effect that the values of all the assets have been reviewed on the date of the Balance 
Sheet and that in his (insurer’s) belief the assets set forth in the balance sheets are shown in the 
aggregate at amounts not exceeding their realisable or market value under the several headings - 
‘Loans’, ‘Investments’, ‘Agents balances’, ‘Outstanding Premiums’, ‘Interest, Dividends and Rents 
outstanding’, ‘Interest, Dividends and Rents accruing but not due’, ‘Amounts due from other persons 
or Bodies carrying on insurance business’, ‘Sundry Debtors’, ‘Bills Receivable’, ‘Cash’ and the several 
items specified under ‘Other Accounts’; 


Disclosure with regard to the overall risk exposure and strategy adopted to mitigate the same; 


Operations in other countries, if any, with a separate statement giving the managements estin,ate cf 
country risk and exposure risk and the hedging strategy adopted; 


Ageing of claims indicating the trends in average claim settlement time during the preceding five 
years; 

Certification to the effect as to how the values, as shown in the balance sheet, of the investments and 
stocks and shares have been arrived at, and how the market value thereof has been ascertained for the 
purpose of comparison with the values so shown; 


Review of asset quality and performance of investment in terms of portfolios, i.e. separately in terms of 
real estate, loans, investments, etc. 


A responsibility statement indicating therein that: 


(i) in the preparation of financial statements, the applicable accounting standards, principles and 
policies have been followed along with proper explanations relating to material departures, if 
any; 

(ii) the management has adopted accounting policies and applied them consistently and made 
judgements and estimates that are reasonable and prudent so as to give a true and fair view of the 
state of affairs of the company at the end of the financial year and of the operating profit or loss 
and of the profit or loss of the company for the year; . 
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(iii) the management has taken proper and sufficient care for the maintenance of adequate 
accounting records in accordance with the applicable provisions of the Insurance Act 1938 (4 of 
1938)/Companies Act, 1956 (1 of 1956), for safeguarding the assets of the company and (or 
preventing and detecting fraud and other irregularities; 


(iv) the management has prepared the financial statements on a going concern basis; 
(v) the management has ensured that an internal audit system commensurate with the size and 
nature of that business exists and is operating effectively. 


13. A schedule of payments, which have been made to individuals, firms, companies and organisations in 
which Directors of the insurer are interested. 


PART V 


Preparation of Financial Statements 
1. An insurer shall prepare the Revenue Account, Profit and Loss Account [Shareholders’ Account] and 
the Balance Sheet in Form B-RA, Form B-PL, and Form B-BS, or as near thereto as the circumstances permit. 
Provided that an insurer shall prepare Revenue Accounts separately for fire, marine and miscellaneous 
insurance business and separate schedules shall be prepared for Marine Cargo, Marine-Other than Marine 
Cargo and the following classes of miscellaneous insurance business under miscellaneous insurance and 
Jingly application of AS 17, Segment Reporting, shall stand modified. 
(a) Motor 
(b) Workmen’s Compensation / Employers’ Liability 
(c) Public/ Product Liability 
(d) Engineering 
(e) Aviation 
(f) Personal Accident 
(g) Health Insurance 
(h) Others 
2. An insurer shall prepare separate Receipts and Payments Account in accordance with the Direct 
Method prescribed in AS 3, Cash Flow Statement, issued by the 1CAI. 
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FORM B-RA 


Name of the Insurer: 
RegistratidNo.andDateofRegistrationiththeIRDA 


Revenue Account for the Year Ended 31st March, 20- 
Particulars Schedule Current Year Previous Year 
(Rs ‘000) (Rs ‘000) 
1. PremiumsarnedNetProfit/Lossn 
sale/redemption of Investments 1 
3. Othergtobespecified) 
4. InterestDividen& Rent-Gross 


Total (A) 
1. Claims Incurred (Net) 2 
2. Commission 3 
3. Operatin&xpenseselatedolnsurance 
Business a 
Total (B) 


Operatinrofit/(LossomFire/Marine/ 
MiscellaneolBusines& =(A-B) 


Appropriations 

Transfeto Shareholder&tcount 

Transfeto Catastrophé@eserve 

Transfer to Other Reserves (to be specified) 
Total (C) 


FORM B-PL 


Name of the Insurer: 
RegistratidNo.andDateofRegistrationiththeIRDA 


Profit and Loss Account for the Year Ended 31si March, 20- 


Particulars Schedule Current Year Previous Year 
(Rs.‘000) (Rs.‘000) 

1. Operatingrofit/loss) 

(a) Firelnsurance 

(b) Marine Insurance 

(c) Miscellaneous Insurance 
2. Income from investments 

(a) InterestDividen& Rent-Gross 

(b) Profitnsaleofinvestments 

Less: Loss on sale of investments 
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3. 


4. 


5. 


Otheincométobespecified) 
Total (A) 
Provision€Othethantaxation) 
(a) Fordiminutioimthevalueofinvestments 
(b) Fordoubtfuilebts 
(c) Othergtobespecified) 
Otheexpenses 


(a) Expensestherthanthoserelatedo 
InsurancBusiness 


(b) Baddebtswritterof 

(c) Others @be specified)tal (B) 
ProfiBefordaxProvisioforTaxation 
Appropriations 

(a) Interim dividends paid during the year 

(b) Proposefinaldividend 

(c) Dividend distribution tax 

( 


d) Transfer to any Reserves or Other 
Account@obespecified) 


Balancefprofit/losbroughtorwardrom 
last year 


Balancearriedorwardo BalancSheet 


Notego FormB-RAandB-PL 


(a) 
(b 


= 


(©) 


Premiurmcomeeceiveđrombusinessoncludeih andoutsidėndiashalbeseparatelgisclosed. 
Reinsurangremiumwhetheonbusinessedeœracceptedreto bebroughintoaccounġrosgi.e.beforleducting 
commissionshdetheheacreinsurangeremiums. 
Claimsncurrechallcompriselaimgpaid,specificlaimssettlementostswhereveapplicablandchanggén the 
outstanding provision for claims at the year-end. 

Itemsofexpenseandincomén exces@fonepercendfthetotalpremiuméess reinsurance) Rs500,00@vhichevés 
highershalbeshowrasa separaténeitem, 

Feesandexpensesonnectewithclaimsshalbeincludeth claims. 
Undethesub-hea®thersshalbeincludedemdikeforeigrexchanggainsorlossesandotheyitems. 
Interesividendandrentalseceivablia connectiowithaninvestmershouldestatedisgrossamountheamoundf 
incoméaxdeductedtsourcéeingncludedindefadvanctaxespaidandtaxesdeductedtsource’. 
Incoméromrentshalinclude@nlytherealisedent.t shalinotincludeanynotionatent. 
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FORM B-BS 


Name of the Insurer: 
RegistratidNo.andDateofRegistrationiththeIRDA 


Balance Sheet as at 31st March, 20- 


Particulars Schedule Current Year Previous Year 
(Rs ‘000) (Rs ‘000) 
Sourcesffunds 
Shareapital 5 
Reserves and surplus 6 
Fairvaluechangeaccount. 
Borrowings 7 
Total 
Applicatiooffunds 
Investments 8 
Loans 9 
Fixedassets 10 
Current assets 
CashandBanlBalances 11 
AdvanceandOtheAssets 12 
Sub-étal(A) 
Current liabilities 13 
Provisions 14 
Sub-étal(B) 
Netcurrenasset¢C)=(A-—B) 
Miscellaneous expenditure (to the extent notfvoritteljusted) 15 
Debit balance in profit and loss account 
Total 


Contingent liabilities 
1. Partlypaid-upnvestments 
2. Claims, other than against policies, not acknowledged as 
debts by the company 
3. Underwriting commitments outstanding 
(in respect of shares and securities) 


4. Guarantees given by or on behalf of the Company 
5. Statutordemands/liabilitiaslisoutenotprovidedbr 


6. Reinsurance obligations to the extent not 
provided for in accounts 


7. Othergtobespecified) 
Total 
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Schedule 1—Premium Earned [Net] 
Particulars Current Year Previous Year 
(Rs ‘000) (Rs ‘000) 
Premiurfromdirecbusineswrittemdd: Premiuron 
reinsurance acceptess: Premiunonreinsurance 
cededVetPremium 
Adjustment for change in reserve for unexpifetdlrPsemium Earned (Net) 


Note: Reinsurangwemiumwhetheonbusinessededracceptedretobebroughintoaccounbeforeleductingommission, 
undetheheaobfreinsurangeremiums. 


Schedule 2—Claims Incurred [Net] 
Particulars Current Year Previous Year 
(Rs ‘000) (Rs ‘000) 
Claims paid 
Direct 
Add: Re-insurangescepted 
Less: Re-insurance Ceded 
Net Claims paid 
Add: Claimsutstandirngtheendoftheyear 
less: Claims Outstanding at the begitt hims Incurred 
Notes: 
(a) IncurreButNotReporte@BNR)ncurredutnotenougheportedIBNER¢laimsshoulde includech theamountor 
outstandingaims. 
(b) Claimsncludespecificlaimsettlemerdostbutnotexpenseef management. 
(c) Thesurveyoiees Jegalandotherxpenseshalklsoformpartofclaimsost. 
(dq Claimsostshouldbeadjustedbrestimatedalvagewaluef therds a suficientertaintgfitsrealisation. 


Schedule 3—Commission 


Particulars Current Year Previous Year 
(Rs ‘000) (Rs ‘000) 
Commission paid Direct 
Add: Re-insurance Acceptest: CommissiomReinsurandeeded 
Net Commission 


Note: Profit/commissidrany aretobecombinewithRe-insurangesceptedrRe-insurangededigures. 
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Schedule 4—Operating Expenses Related to Insurance Business 


Particulars Current Year Previous Year 
(Rs ‘000) (Rs ‘000) 
. Employeesemuneratidawelfaréenefits 
. Travelconveyancandvehicleunning@xpenses 
. Trainingexpenses 
. Rentsrates& taxes 
. Repairs 
. Printing stationery 
Communication 
. Legak& professionaharges 
. Auditorgeesexpenseestc, 
(a) asauditor 
(b) as adviser or in any other capaaiéspect of 
(i) Taxationmatters 
(ii) Insurance matters 
(iii) Managemeservicesand 
(c) in any other capacity 
10. Advertisemeandpublicity 
11. Interes& BankCharges 
12. Othergtobespecified) 
13. Depreciation 
Total 


Note: ltemsofexpenseandincoménexces@fonepercendf1hdotabremiuméess reinsurance) Rs5,00,00Qyhichevés 
highershalbeshowrasa separaténeitem. 


Schedule 5—Share Capital 


Particulars Current Year Previous Year 
(Rs ‘000) (Rs ‘000) 


OMANDOAKRWNDN = 


1. Authorised Capita/: EquityShare@fRs..each 
2. Issued Capital: EquitShare@fRs.each 
3. Subscribed Capital: Equit8hare@fRs.each 
4. Called-up Capital 
EquityShare@fRs...each 
Less: Calls unpaid 
Add EquitySharegorfeitedAmountriginallpaidup) 
Less: ParValueofEquitySharesoughback 
Less: Preliminatyxpenses 
ExpensemmcludingommissioorbrokeragenUnderwritinay 
subscription of shares 
Total 
Notes: 
(a) Particularsfthediferentlasse@fcapitabhouldeseparatelgtated. 


(b) Theamountapitalisednaccoundfissueofbonushareshouldedisclosed. 
(c) Incaseanypartofthecapitals heldbya holdingompanyhesameshouldeseparatelfisclosed. 
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Schedule 5a—Share Capital-pattern Of Shareholding 
[As Certified By The Management] 


Shareholder Current Year Previous Year 
Number of % of Number of % of 
Shares Holding Shares Holding 

Promoters 

e Indian 

e Foreign 
Others 
Total 


Schedule 6— Reserves and Surplus 
Particulars Current Year Previous Year 
(Rs ‘000) (Rs ‘000) 
. Capital Reserve 
. Capital Redemption Reserve 
. SharPremium 
. GenerdReserves 


Less: Debibalancén ProfitandLossAccounkess: Amounittilized 
forBuy-back 


5. Catastrophe Reserve 

6. OtheiReserveGobespecified) 

7. BalancefProfiin Profit LossAccount 
Total 


ON = 


Note: Additionto anddeductionsomthereserveshouldedisclosedndeeachofthespecifiedeads. 


Schedule 7—Borrowings 
Particulars Current Year Previous Year 
(Rs ‘000) (Rs ‘000) 

1. Debentures/Bonds 
2. Banks 
3. Financidhstitutions 
4. Othergtobespecified) 

Total 

Notes: 


(a) Theextento whichtheborrowingsresecureghalbeseparatelgisclosedtatinghenatureofthesecurityndeeach 
sub-head. 


(b) Amountsuewithinl 2monthgromthedateof BalancSheeshouldeshowrseparately 
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Schedule 8—Investments 
Particulars Current Year Previous Year 
(Rs ‘000) (Rs ‘000) 
Long-term investments 


1. GovernmesetcuritieandGovernmeguaranteeoondsncluding 
Treasury Bills 


2. OtheApproveSecurities 
3. Othettnvestments 
(a) Shares 
(aa) Equity 
(bb) Preference 
(b) MutuaFunds 
(c) Derivative Instruments 
(d) Debentures/Bonds 
(e) OtheSecuritie@obespecified) 
(f) Subsidiaries 
(g) Investmemroperties-Rdastate 
4. Investmenta InfrastructuandSociaSector 
5. OthethanApprovethvestments 
Short term investments 


1. GovernmesetcuritieandGovernmeguaranteeoondsncluding 
Treasury Bills 


2. OtheApproveSecurities 
3. Otheitnvestments 
(a) Shares 
(aa) Equity 
(bb) Preference 
(b) MutuaFunds 
(c) Derivative Instruments 
(d) Debentures/Bonds 
(e) OtheSecuritied@obespecified) 
(f) Subsidiaries 
(g) Investmemroperties-Rdastate 
4. Investmenta InfrastructuandSociaSector 
5. OthethanApprovethvestments 
Total 
Notes: 
(a) Investments subsidiary/holdiogmpaniegpintventureandassociateshalbeseparateltisclosedtcost. 
(i) Holdingompangndsubsidiarghalbeconstruedsdefinech theCompanie&ct,1 956. 


(ii) JoinVenturés a contractualrrangememiherebwwoormorepartiesindertakeneconomiactivitywwhiclis subject 
tojointcontrol. 


Q Auditing: Principles and Techniques 


(iii) Jointcontrois thecontractualagreecharingfpoweto goverrthefinanciandoperatingoliciesf aneconomic 
activityo obtairbenefitgromit. 
(iv) Associatés anenterpris@ whictthecompanhassignificarinfluencandwhichs neithea subsidiaryora joint 
venturefthecompany 
(v) Significamfluenc@orthepurpos:efthisschedulemeangarticipatidnthefinanciadndoperatingolicydecisios 
ofa companybutnotcontrobf thosepoliciesSignificaninfluenceaybeexerciseth severawaysforexamplepy 
representati@mtheboardbfdirectorggarticipatian thepolicymakingyyocesgnateriahter-compartyansactions, 
interchangef managerialersonneir dependenogntechnicahformatiorsignificanifluencemaybe gainedy 
shareownershipstatuteor agreemenAsregardshareownershipf aninvestoholdsdirectlyorindirectlynrough 
subsidiarie20percenbdrmoreofthevotinq~oowenftheinvesteat is presumethattheinvestodoeshavesignificant 
influencaynlesst canbe clearlydemonstratduatthisis notthecase Converselif theinvestoholdsdirectlyor 
indirectl}nrouglsubsidiariekessthan20percenbdfthevotinqooweoftheinvesteat is presumethattheinvestor 
doemothavesignificanifluenceynlessuchinfluencesclearlWemonstrateAsubstantialrmajoritpwnershipy 
anotheinvestodoemotnecessarilyrecludaninvestofromhavingignificanhfluence. 
(b) Aggregatamounbdf compangs’investmenistherthanlistedequitysecuritieandderivativnstrumentandalsothe 
markevaludhereoghalbedisclosed. 
(c) InvestmentsadeoutofCatastropheservehouldeshowrseparately 
(d Debtsecuritiesvillbe considereds ‘heldto maturitySecuritiesndwill be measureat historicatostsubjecto 
amortisation. 
(e) InvestmerRropertmeans propertfandor buildingr partofa buildin@rbothheldto earnrentalncomerforcapial 
appreciatioorforboth rathethanforusein servicesrforadministrativairposes. 
Investmentsaturinwithintwelvenonthgrombalanceheetdateandinvestmentmadewiththespecifiententiono 
disposefwithirtwelvenonthgrombalanceheetiateshalbeclassifiedsshort-ternmvestments. 


(f 


D 


Schedule 9— Loans 
Particulars Current Year Previous Year 
(Rs ‘000) (Rs 000) 
1. Security-wise classification 
Secured 
(a) Onmortgagefproperty 
(aa) InIndia(bb)Outsidéndia 
(b) OnSharesBondsGovtSecurities 
(c) Othergtobespecifiednsecured 
Total 
2. Borrower-wise classification 
(a) CentrasndStateGovernments 
(b) Banks and Financial Institutions 
(c) Subsidiaries 
(d) Industrial Undertakings 
(e) Othergxtobespecified) 
Total 
3. Performance-wise classification 
(a) Loans classified as standard 
(aa) InIndiabb)Outsidéndia 


(b) Non-performiitgans/ess provisions 
(aa) InIndia 
(bb) Outsidéndiafotal 
4. Maturity-wise classification 
(a) Shorflerm 
(b) Long-érm 
Total 
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(a) Short-terhoanshalincludėhosewhicharerepayablwithini 2monthgromthedateofbalanceheetLongermoans 


shalbetheloansotherthanshort-ternoans. 


(b) Provisionagainshon-performitgansshalbeshowrseparately 
c) Thenatureofthesecurityn caseof all longtermsecuredoansshallbe specifiech eachcase. Securedoansforthe 


purposes of this schedule, means loans secured wholly or partly against an asset of the company 
(d) Loansconsideredoubtfutndtheamounbfprovisiocreatedgainssuchoansshalbedisclosed. 


Schedule 10—Fixed Assets 


Particulars Cost/Gross Block 
Opening Additions Deductions Closing Uplo 
Last 
year 
Goodwill 


Intangible@pecifyjand-Freeholeasehold 
PropertBuildingfurnitur& Fittings 
Informatiore¢hnology Equipment 
Vehicles 

OficeEquipment 

OthergSpecifpature) 

Total 

Workin progress 

Grand Total 

Previouear 


(Rs. ‘000) 
Depreciation Net Block 
For On To Asat Previous 
The Sales/Adj- Date Year Year 
Year usiments end 


Note: Assetsncludeth land buildingjndpropertaboveexcludénvestmemropertiessdefinedh note(e)to Schedulé. 
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Schedule 11—Cash and Bank Balances 
Particulars Current Year Previous Year 
(Rs ‘000) (Rs ‘000) 
1. Cash (including cheques, drafts and stamps) 
2. BankBalances 
(a) DeposiAccounts 
(aa) Short-terrfduewithinl 2months) 
(bb) Others 
(b) CurrenAccounts 
(c) Othergtobespecified) 
3. MoneyatCallandShorNotice 
(a) WithBanks 
(b) Withothednstitutions 
4. Othergtobespecified) 
Total 
Balances with non-scheduled banks included in 2 and 3 above 


Note: Bank balance may include remittances in transit. If so, the nature and amount should be separately stated. 


Schedule 12—Advances and Other Assets 
Particulars Current Year Previous Year 
(Rs ‘000) (Rs ‘000) 
Advances 
1. Reserve deposits with ceding companies 

. Applicatiomoneyorinvestments 
. Prepayments 
. Advance Directors/@fers 
. Advance tax paid and taxes deducted at source (Net of provision for taxation) 
. Othergtobespecified) 

Total (A) Other Assets 
1. Income accrued on investments 
2. Outstandingremiums 
3. AgentsBalances 
4. Foreigr\gencieBalances 
5 
6 
7. 


oar WwW DY 


. Due from other entities carrying on insurance business (including reinsurers) 
. Due from subsidiaries/holding 


. DeposiwvithReservBantoflndiqPursuarib Sectio of InsurancAct, 
1938] 


8. Othergtobespecified) 
Total (B) 
Total (A+B) 
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Notes: 


(a) Theitemsundetheaboveheadshalhotbeshowmetofprovisionfrdoubtfusmountsl heamoundfprovisioagainst 
each head should be shown separately 


(b) The term fafet should conform to the definition of that term as given under the Companies Act, 1956. 
(c) SundrpPebtorsvillbeshowrundetheitems (others). 


Schedule 13—Current Liabilities 
Particulars Current Year Previous Year 
(Rs ‘000) (Rs ‘000) 
. AgentsBalances 
. Balancedueto othetinsuranceompanies 
. Deposits held on re-insurance ceded 
. Premiumseceiveth advance 
. Unallocatedremium 
. Sundr¢reditors 
. Due to subsidiaries/holding company 
. Claim®utstanding 
Dueto Oficers/Directors 
. Othergtobespecified) 
Total 


OMNOoOARWDY = 


=k 
(æ) 


Schedule 14—Provisions 
Particulars Current Year Previous Year 
(Rs ‘000) (Rs ‘000) 
. Reserve for Unexpired Risk 
. For taxatiomndss advancėaxpaidandtaxesdeductedtsource) 
. Forproposedividends 
. Fordividendistributiotax 
. Othergtobespecified) 
Total 


ahON = 


Schedule 15—Miscellaneous Expenditure 
(To the Extent Not Written Off or Adjusted) 


Particulars Current Year Previous Year 
(Rs ‘000) (Rs ‘000) 
1. DiscounAllowethissueofshares/debentures 
2. Othergtobespecified) 
Total 


1. NoitemshalbeincludedindetheheadMiscellaneok&xpenditurehdcarriedorwardinless: 
(a) someébenefitromtheexpenditureanreasonablyeexpectetbbereceiveth futureand 
(b) theamounbfsuchbenefiis reasonablyeterminable. 

2. Theamounto becarriedorwardn respecof anyitemincludedindertthehead'Miscellaneottxpenditurehallnot 
exceedheexpectedutureevenue/othbenefitselatedotheexpenditure. 
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Schedule 
Auditor’s Report 


The report of the auditors on the financial statements of every insurer shall deal with the matters specified 


herein: 
1. (a) 


(b) 
(c) 
(d) 


(e) 


2. The 
(a) 


(b) 


(c) 
(d) 
3. The 
(a) 
(b) 


That they have obtained all the information and explanations which, to the best of their 
knowledge and beliefs were necessary for the purposes of their audit and whether they have 
found them satisfactory; 
Whether proper books of account have been maintained by the insurer so far as appears from an 
examination of those books; 
Whether proper returns, audited or unaudited, from branches and other offices have been 
received and whether they were adequate for the purpose of audit; 
Whether the Balance sheet, Revenue account, Profit and Loss account and the Receipts and 
Payments Account dealt with by the report are in agreement with the books of account and 
returns: 
Whether the actuarial valuation of liabilities is duly certified by the appointed actuary including 
to the effect that the assumptions for such valuation are in accordance with the guidelines and 
norms, if any, issued by the Authority and/or the Actuarial Society of India in concurrence with 
the Authority. 
auditors shall express their opinion on: 
(i) Whether the balance sheet gives a true and fair view of the insurer’s affairs as at the end of the 
financial year / period; (ii) Whether the revenue account gives a true and fair view of the surplus 
or the deficit for the financial year / period; (iii) Whether the profit and loss account gives a true 
and fair view of the profit or loss for the financial year/ period; (iv) Whether the receipts and 
payments account gives a true and fair view of the receipts and payments for the financial year / 
period; 
The financial statements slated at (a) above are prepared in accordance with the requirements of 
the Insurance Act, 1938 (4 of 1938), the Insurance Regulatory and Development Authority Act, 
1999 (41 of 1999) and the Companies Act, 1956 (1 of 1956), to the extent applicable and in the 
manner so required. 
Investments have been valued in accordance with the provisions of the Act and these 
Regulations. 
The accounting policies selected by the insurer are appropriate and are in compliance with the 
applicable accounting standards and with the accounting principles, as prescribed in these 
Regulations or any order or direction issued by the Authority in this behalf. 
auditor shall further certify that: 
they have reviewed the management report and there is no apparent mistake or material 
inconsistencies with the financial statements; 
the insurer has complied with the terms and conditions of the registration stipulated by the 
Authority. 


4. A certificate signed by the auditors [which shall be in addition to any other certificate or report which 
is required by law to be given with respect to the balance sheet] certifying that: 


(a) 
(b) 
(c) 


they have verified the cash balances and the securities relating to the insurer’s loans, reversions 
and life interests (in the case of life insurers) and investments; 

to what extent, if any, they have verified the investments and transactions relating to any trusts 
undertaken by the insurer as trustee; and 

no part of the assets of the policyholders’ funds has been directly or indirectly applied in 
contravention of the provisions of the Insurance Act, 1938 relating to the application and 
investments of the policyholders’ funds. 
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14.1 INTRODUCTION 


In addition to regular audit of the books of accounts of an enterprise, there may be the 
requirement of thorough examination of the accounts and records of past several years to 
fulfill certain objectives from time to time. In order to carry out thorough examination of 
books of accounts and records of an enterprise, investigation is undertaken. Investigation 
implies an enquiry into the accounts and business records to attain certain specific objec- 
tive. In most cases, the purpose of such enquiry is to ascertain the true financial position of 
the concern or its normal profit-earning capacity or the extent of fraud. Thus, investigation 
is a special type of examination of accounts and records carried on by an investigator with 
a pre-determined objective according to the requirement of the situation and entail some- 
thing beyond the verification of accuracy of figures in the financial statements. 


14.2 DEFINITION 


An investigation may be defined as a special examination of and enquiry into books of 
accounts and other related records with a view to establishing a fact or to evaluating a state 
of affairs or to determining causes for a happening in a business. For example, an 
investigation may be conducted into the accounts of a firm whose business is to be acquired 
by a company or investigation may be required to establish the extent of a suspected fraud. 

In the opinion of Taylor and Perry, “investigation involves enquiry into facts behind 
the accounts, i.e. into the technical, financial and economic position of the business organi- 
sation.” 

So, investigation is a special type of examination of accounts and records carried on by 
the investigator with a pre-determined purpose in accordance with the necessity of the situ- 
ation and are concerned with something more than the verification of accuracy of the 
figures of the financial statements. 


14.3 OBJECTIVES OR PURPOSES OF INVESTIGATION 


The need of investigation may arise in many cases, but these are some of the circumstances 
where investigation is most frequently called for: 


1. For purchasing any business 

Investigation can be conducted by a person on behalf of his client, when the client intends to 
purchase an existing business. 

2. For admission of a new partner 

Investigation into the affairs of a partnership firm can be made by any person on behalf of 
the incoming partner of an existing partnership business. 

3. For seeking avenues of investment 


In order to measure the financial solvency position of any business, investigation can be 
done. The financial solvency is measured through investigation on behalf of a person who 
seeks avenues of investment. 


Investigation Q 
4. For granting loan or financial assistance 
Investigation can also be undertaken on behalf of a bank or other financial institutions pro- 
posing to extend or grant loans to its client or alter the terms and conditions of the same. 
5. For suspected fraud 
If the owner or the management suspects fraud, they can appoint an investigator to detect 
the fraud activated by the employees. 
6. For abnormal fluctuation of profit 
Investigation can be conducted on behalf of the owner or the management of a business in 
order to ascertain the reason of abnormal fluctuation in profit in the organisation. 
7. For settlement of tax liability 
Investigation can be undertaken for the settlement of tax liability or in some cases for the 
detection of undisclosed income of the assessee. 
8. For settlement of insurance claim 
In case of fire or other hazards, the organisations have to submit claim to the insurance 
company to recover the loss. The insurance company can appoint an investigator to deter- 
mine the exact amount of loss for settlement of claim. 
9. For valuation of goodwill and shares 
The shares and goodwill of the business are required to be valued on different occasions. In 
order to calculate the fair value of shares and goodwill, investigation can be undertaken. 
10. For judging sickness of a business unit 
Government may consider to take over a sick industrial unit and for this purpose, it may 
give appointment to an investigator to investigate into the affairs of the sick unit. 
11. For the provisions of the Companies Act 
Section 235 to Section 251 of the Companies Act provide regulations for the investigation of 
any company under different specific situations. 
12. For justifying negligence of the auditor 
In some cases, the auditor is held liable for negligence in his duty. But before accusing 
auditors for negligence, the case has to be properly investigated. 
13. For complaint by the shareholders 
Investigation can also be undertaken by the management on the basis of complaints made 
by the shareholders. 
14. For the affairs of a trust 
Investigations are sometimes required to be conducted on behalf of the beneficiaries of any 
trust into the affairs of a trust for suspected fraud. 
15. For the liquidation of the business 


Investigation of suspected fraud or misfeasance against the Directors on behalf of the liqui- 
dator of a company could also be undertaken. 
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14.4 FEATURES OF INVESTIGATION 


“An investigation is an examination of accounting records undertaken for a special pur- 
pose; in effect it is an audit of which the scope is limited or extended in accordance with the 
requirement of the particular purpose. Its objective is usually to discover and display the 
facts in such a manner as will enable the parties for whom it is undertaken to draw 
conclusions and make their decisions accordingly.” 

On the basis of analysis of the above definition, the following inherent features of 
investigation can be identified: 

e Investigation is normally conducted with certain specific objectives. 

e It involves critical examination and verification of specific records. 


e There are no statutory provisions or rules prescribed for investigation except in case 
of companies. It is voluntary and contractual in nature. 


e Itis not only confined to examination of financial aspects of an organisation, but also 
concerned with the policy matters. 


e It is undertaken with certain suspicion, depending on the nature of the objective for 
which it is undertaken. 


e In most of the cases, the future courses of action have to be outlined by the investiga- 
tor. 


e In addition to the detailed analysis and study of the books of accounts and records, 
personal examination of individuals may also be undertaken. 


e The scope of investigation may be limited to a certain specific objective or extended 
to cover a number of objectives according to the requirements of the situation. 


e The investigator reports to the person/s who is/are responsible for his appointment. 


e Inthe report, the factual information has to be given in analytical as well as descrip- 
tive manner. 


14.5 TERMS OF REFERENCE 


In the case of a private investigation, e.g. one undertaken on behalf of a prospective pur- 
chaser of a business, the investigating accountant must obtain precise instructions from his 
client as to his terms of reference the purpose of investigation, the amount of detailed work 
required etc. These terms of references must be set out clearly in a letter of engagement. 

In the case of investigation governed by statute, e.g. reports for prospectus, the report- 
ing accountant must be fully conversant with the statutory regulations and must also ob- 
tain necessary instructions where that would be applicable. 


14.6 WORKING METHODS 


Having clearly established the purpose of the investigation, the investigator will first make 
such preliminary inquiries as are necessary to ascertain the information that is required to 
enable him to plan his investigation. 
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He will then draft an outline report, detailing the headings, which he will use in his 
final report. These will vary according to the nature of investigation being undertaken, but 
if a business were being investigated on behalf of a prospective purchaser, the headings 
could be as follows: 

e The business and its history e Trading results as per audited accounts 

e Management and the staff e Future prospects and trends 


e Sales and marketing Assets and liabilities 


e Purchasers and suppliers e Conclusions and recommendations 

After drafting the outline report, the investigator will undertake the detailed work nec- 
essary to complete the investigation. This will normally be mainly composed of interviews 
and discussions with relevant persons and work on the accounts and records, but on every 
investigation he will need to exercise his judgment as to exactly understand the work to be 
undertaken. Detailed working papers will be prepared and from those working papers the 
final report will be written. These working papers must be carefully preserved. In the event 
of a dispute arising and negligence being alleged against the investigating accountant, 
these working papers would be vital evidence in litigation. When the investigation is com- 
pleted, the draft report will be finalised. 


14.7 DUTIES OF AN INVESTIGATOR 


The procedures to be followed in an investigation depend on the nature of investigation, its 
purpose and the circumstances of the case in which the investigation was undertaken. In all 
the cases of investigation, certain precautionary measures are required to be taken by the 
investigator. These measures are considered as the duties of the investigator, which he 
should follow in discharging his duties in conducting investigation. These duties are given 
below. 


1. Obtaining written instruction about scope and objectives of investigation 
Before starting an investigation, the investigator should obtain from the client clear written 
instruction about the scope of his work and purposes of investigation. If the client is inter- 
ested to impose any restriction or limitation to his work, he should also get it in writing so 
that he may exactly determine the scope of his work and the nature of his duties. 

The period to be covered in the investigation should also be confirmed by the investiga- 
tor from his client clearly in writing. The period is very important because the investigator 
can accordingly restrict his examination of transactions and records to that period only. 


2. Framing investigation programme 


Based on the objectives, scope and period to be covered, an effective investigation pro- 
gramme should be chalked out. The investigation programme should be flexible, so that the 
investigator may make required changes in the programme during actual investigation. 
Such flexibility in the programme is necessary, since many steps in an investigation depend 
on the results of the earlier steps. 


3. Collection of information about the business 


It is not possible for the investigator to give correct interpretation and reporting of the fact, 
if he does not have the detailed knowledge of the activities of the enterprise for which he is 
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to conduct investigation. So, before starting his work of investigation, the investigator 
should collect all relevant information about the activities of the enterprise. 


4. Enquiry about the reputation of the enterprise 

The investigator should make enquiries and collect information about the reputation of 
different individuals working in the organisation. Information should also be obtained 
about the goodwill of the enterprise. This information will help the investigator a lot in 
preparing his report. 


5. Taking expert advice 


The investigator should take the assistance of experts during the course of his examination, 
if required, and consult experts on matters in which his knowledge is not adequate. 


6. Reliance on accounts and records 

If the books of accounts and required records have been properly maintained and the 
accounts have been audited, the work of the investigator becomes simplified as he is 
entitled to rely upon the audited accounts and properly maintained records. 

So, usually the investigator should avoid duplication of work and concentrate more on 
such procedures as will be more purposeful for investigation. But the fact that the investi- 
gator has depended on the audited books of accounts should be included in the investiga- 
tion report. 


7. Preservation of working papers 

It is the duty of the investigator to maintain his working papers properly. A complete 
record of work carried out, records examined, relevant information and evidence collected 
etc. should be kept in his file together with important statements, schedules and docu- 
ments. These working papers will help him at the time of finalisation of report. These work- 
ing papers can also be valuable documents in his defense, in case the affected parties 
subsequently challenge his findings. 


8. Maintenance of secrecy and confinement to purpose 


The investigator should always keep in mind the purpose of investigation, as the purpose 
of investigation will determine which records and figures should be examined in detail, 
which need not be examined, for which cases detailed checking may be avoided, what in- 
formation he should seek from sources other than books and records and what procedures 
should he adopt in his investigation work. On the other hand, secrecy is the basic necessity 
of any investigation. So, the investigator should keep the details of the investigation very 
secret. 


9. Maintenance of minimum standard of work 

The investigator must be honest and he should approach his work with reasonable care, 
skill and diligence. He should not allow himself to be influenced by others, as total inde- 
pendence is required in investigation. So, the investigator should always keep himself free 
from the influence of interested persons. 


10. Proper and correct reporting 


The investigation report should be clear and unambiguous. The investigator should ana- 
lyse the data and evidence collected by him. He must take great care to see that his report 
does not contain any wrong information. So, before signing his report, he should carefully 
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check the content of his report with preserved working papers and notes. This is very im- 
portant as incorrect report may mislead his client and invite legal action against him. 


14.8 INVESTIGATION REPORT 


The report on the investigation must be carefully prepared. It should be simply worded, 
very clear in its meaning and as concise as practicable in the given circumstance. It must, 
however, give full consideration to all the factors affecting the decision to be made. 

The form of the report will normally be an introduction setting out the terms of refer- 
ence and the nature of the enterprise being investigated. A main section will be there setting 
out the facts ascertained and detailing the work performed, and a final section setting out 
the conclusions and the recommendations. It should be remembered that the main points of 
the report are not obscured by details; any voluminous statistics should be relegated to 
appendices and referenced to the relevant part of the report. 


Investigation report should contain all important and relevant matters. He must 
present in his report what is essential, ignoring what is not essential. Facts and only facts 
should be presented and nothing based on estimates should be given. The investigator 
should mention in his report the instructions given to him by his client with regard to the 
investigation. He must mention the limits, if any, put in the scope of his work. 


14.9 QUALITIES OF AN INVESTIGATOR 


An investigating accountant should combine sound auditing techniques, considerable ex- 
perience, sound judgment and a good understanding of a variety of business enterprises. 
Because of the demanding nature of the work, it will usually be found that partners and 
senior staff will personally perform a higher proportion of the work on investigation than 
on audits. 

The investigator must approach his work methodically. He must work honestly and 
diligently. He must keep the interest of his client at the top and must work with a feeling of 
some service to the client. The subject of the investigation is highly technical in nature and 
usually a senior accountant with profound knowledge and experience suitable for the job. 
He need not be a chartered accountant, but he must have sound knowledge of accounting 
and auditing and practical knowledge about the various affairs of different types of 
enterprises. He must be a man of competence and ability to understand different critical 
matters clearly. He must possess the ability to grasp things easily and express them in clear 
words. While conducting the investigation, he must exert utmost care, skill and reasonable 
diligence keeping in mind all through the purpose of investigation. 


14.10 DIFFERENCE BETWEEN INVESTIGATION AND AUDITING 


The difference between audit and investigation is outlined in Table 14.1. 
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WIARA Distinction between audit and investigation 


Points of difference Audit Investigation 
1. Interested parties Auditis conducteœn behalfof the Investigatiois usuallycarriedout on 
shareholders or proprietors. behdf of outsiderswho intend to 


purchaséhe busines@r whowishto 
lendmoneyandthuswantto knowthe 
earningapacitpr thefinanciabosition 
of the concern. 


2. Legal aspects Auditscompulsofpracorporatbusi- Investigation is not compulsory 
nessaccordintptheCompaniesct. 
3. Inter-dependence Auditediccountarenotaudited@gain Investigatiomay be conducteéven 
excepincaseofspeciakuditi/s233A. though the accounts have been audited. 
4. Duration Theauditof accountss usually¥ora Investigatiamaycovera periocextend- 
year or six months. ing over three to seven years. 
5. Depth of work Audiis a kindoftestchecking. Investigatidsa thorougexaminaticot 
the books of accounts. 
6. Subjecinatter Auditincludesan examinatioof the _Investigatidsnotonlyanexaminatiavt 
books of accounts. accountsgutalsoinquiryntootherfac- 
tors,i.e.it goesoeyondhebooksof ac- 
counts. 


7. Computation of net profAuditsnotconcernewiththealteration Netprofitrtheactuaeéarningapacitpf 
of figuresandintroductioof adjust- theconcerisascertaindaymakinger- 
mentdo havenetprofitgromdiferent tainadjustmentsthenetprofiascalcu- 
points of view lated. 


8. Purpose Audits conductetbknowhetrueand Investigatiois conducteto knowthe 
fair view of the books of accounts. financiqdositioandtheearningapacity 
of the concern. 


14.11 TYPES OF INVESTIGATIONS 


There are many types of investigations, but certain main classes can be identified. Follow- 
ing are some of the areas where the investigation is mostly called for: 


1. Investigation on behalf of a person or company who wants to purchase a running 
business. 

2. Investigation on behalf of a person who is interested to join as a partner in a partner- 
ship firm. 

3. Investigation on behalf of a person who wants to lend money to a business or is inter- 
ested to know its financial position. 


4. Investigation on behalf of the owner/shareholder of the business who suspects a 
fraud. 


5. Investigation on behalf of the tax authority for assessing actual tax liability. 
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6. Investigation on behalf of prospective shareholders who wish to make a valuation of 
shares of a limited company. 

7. Investigation on behalf of government into the affairs of a sick company. 

8. Investigation under the Indian Companies Act, i.e. the statutory investigation. 

All these cases are discussed separately in detail as follows: 


14.11.1 Investigation on behalf of a Person or Company Wanting 
to Purchase a Running Business 


The purchaser of an existing running business may be interested to know the earning 
power and the future prospects of the business. He would like to know the worth of the 
business and how much he should pay for the purchase of that business. Investigation has 
got a higher responsibility in this case, as his client would take the decision on the basis of 
the report of the investingator. 


Therefore, the investigator should pay due attention on the following points: 


1. Preliminary matters 


(a) Letter of engagement The purpose and scope of the investigation would be agreed 
with the client. Such matters as who could be approached for information, the amount of 
detailed work to be undertaken and the approximate fee authorised, would be settled. 
These would be formally confirmed in a letter of engagement. 


(b) Outline report Initial discussions would be held with the auditors, if any, and the 
management of the business being investigated. The history and the nature of the business 
would be considered. The outline report would then be drafted and the detailed work to be 
undertaken would be planned. 


2. Detailed work of investigation 


(a) Inquiries The investigator would hold exhaustive discussions of relevant matters 
with the management, senior staff and the auditors, if any, of the business. He would also 
make any necessary inquiries of third parties. 


(b) Accounts The accounts of the business for an agreed period would be obtained and 
considered. The period selected is often three years, as that allows trends to be established 
and comparisons to be made without going back to periods that are so remote to be irrel- 
evant. The investigator would form an opinion as to the reliability of the accounts. 

The investigator would make the necessary adjustments to the accounts under review. 
These adjustments would be of two types: 
(i) Correctness to accounts: Assets would be adjusted to their true values. Slow moving or 
obsolete stocks would be written down. Bad debts would be written off. Any liabilities 
omitted would be brought in. Any other relevant correction would be made. 
(ii) Adjustment to accounts: When items relating to the past have no relevance to the 
future, appropriate adjustments would be made. Details of all adjustments would be 
shown in appendices to the accounts. 

Once the accounts for the relevant years has been adjusted, they would be set out in 
columnar form so that trends would be clearly shown. To assist the making of comparisons, 
the important percentages and ratios would be inserted. 
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The important percentages and ratios, which are required to be calculated in this 
respect may include the following: 


e Percentage of gross profit on turnover 

e Percentage of net profit on turnover 

e Ratio of stock to cost of sales 

e Ratio of debtors to turnover 

e Ratio of creditors to purchases 

e Ratio of current assets to current liabilities 
e Ratio of liquid assets to liquid liabilities 


(c) Consideration apart from the accounts The scope of the investigator would not 
normally be confined to the accounts. Therefore, he would consider all other relevant mat- 
ters, which include the following: 

e The economic prospects for the trade or industry 

e The trends and mix of sales 

e Any local planning matters affecting the business 

e The probable effects of any proposed legislation 

e Actual competition of rival businesses, or the threat of future competition 

e Whether there could be difficulty in renewing any important contract 

e Whether premises are leasehold, when the leases are due for renewal and whether 

they can be renewed and if so, on what terms 

e The state of the fixed assets and their potential future life 

e The competence and age of the key staff and 

e Any relevant matters concerning the tax position of the business 


3. Report 


Once the detailed work had been completed, the report would be finalised. The final sec- 
tion on the result of the investigation and the conclusions to be drawn from them would be 
written, and the report would be submitted to the client. 


14.11.2 Investigation on Behalf of a Person Who Wants to be the 
Partner in a Partnership Firm 


A person admitted to the partnership becomes the co-partner and the co-owner of the prop- 
erties of the firm. Hence, the incoming partner would like to know the profitability, sound 
financial position of the business, efficiency and the extent of the use of the capacity of the 
fixed capital in the firm. 

Under these circumstances, an investigator is required to take a note of the objective of 
the firm and the terms, conditions, provisions of the partnership deed, nature of the busi- 
ness and the existing partner’s capital balance and their profit sharing ratio. 
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In addition to the above noted points, the investigator should pay due attention to the 
following points: 


1. Quality of the existing partners 

Partnership business is basically dependent on the trustworthiness of the partners. Before 
being admitted into a partnership firm as a new partner, the character and quality of the 
existing partners should be first evaluated. 


2. Reason for admission 
The investigator should know the reasons for taking new partner in the firm. The reasons 
for the admission of a new partner could be that the business is expanding or that an exist- 
ing partner is retiring, but it could be that the business is undercapitalised or facing some 
other trading difficulty. 
3. Examination of the partnership deed 
The terms of the partnership agreement or if there is no written agreement, the present 
arrangements and effects of the Partnership Act should be examined with regard to the fol- 
lowing matters: 
(a) The term for admitting the new partner particularly with regard to the treatment of 
goodwill and the valuation of asset 
(b) The provisions regarding the appropriation of profits, including whether there are 
arrangements for the accounts to be audited to establish agreed profits 
(c) The provisions for dealing with the dissolution of the partnership on the death or 
retirement of a partner, particularly with regard to the treatment and the valuation 
of assets 
(d) The rights of the individual partners and the provisions for dealing with disputes. 


4. Analysis of profitability and prospect 

The prospects for the partnership firm, given the general economic trends for the profes- 
sion, industry or trade in which it is operating and such special factors as its reliance on any 
large customers or contracts should also be examined by the investigator. 


5. Ascertainment of financial position 

The investigator will analyse the financial position of the firm on the basis of different as- 
pects such as liquidity, solvency, adequacy of working capital, collection from customers 
and net worth of the business. He should ensure that all the assets and liabilities as dis- 
closed in the latest balance sheet have been properly valued. 

6. Justification of premium for goodwill to be brought in 

The investigator will check the method of valuation of goodwill of the firm. He will ensure 
that the method adopted is logical and suitable in the given circumstances and also ensure 
that earning capacity (past and expected) is duly considered in the valuation of goodwill. 
7. Justification of the amount of capital to be brought in 

The investigator will check the basis of computation of capital contribution to be made by 
the incoming partner and will ensure that the amount of capital of the incoming partner is 
consistent in proportion of the capital of the old partner. 

8. Examination of financial position of old partner 

As in partnership business, all partners are individually as well as collectively liable for all 
the liabilities of the firm, the investigator will also inquire into the financial position of the 
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existing partners. If the financial positions of the existing partners are not sound, the 
incoming partner will be in trouble in the near future. 


9. Enquiry into the administration set up of the firm 

The investigator will see that the salaries paid to the partners are inconsistent with their 
duties and technological skill. If the incoming partner is going to be admitted replacing a 
partner having some sort of technical expertise, he will see whether the business will be 
affected due to the loss of expertise of the partner retiring and if so, what actions have been 
taken by the firm to compensate it. 


10. Ensuring trustworthiness and confidence 


The success of the partnership firm depends upon the trustworthiness and confidence 
among the partners to a great extent. So, it is the duty of the investigator to verify the rela- 
tionship among the partners and ensure that the incoming partner will be able to adjust 
himself with the existing partners. 


14.11.3 Investigation on Behalf of a Person Who Wants to Lend 
Money to a Business or is Interested to Know Its Financial 
Position 


Bank and other non-banking financial institutions are the prime sources from where one 
can borrow money. If a person approaches a bank or other financial institutions for money, 
the financial agencies would first of all like to examine thoroughly the present financial 
position of the customer. In this situation, the audited balance sheets of the customers of the 
last few years serve the purpose to a great extent. However, in those cases, where the 
money to be lent is a big amount, usually an investigator is appointed to investigate into the 
financial position of the customer and to advise whether the money should be lent to the 
customer or not. Investigation may also be conducted on behalf of a private moneylender. 


The investigator will undertake the following procedures for this purpose: 


1. Purpose of the loan 

The investigator should know the purpose of the loan and should ensure that the loan 
amount applied for is adequate for the purpose for which it is intended to be used. It is 
obviously foolish for a loan to be sanctioned where it will not be adequate for the stated 
purpose. 


2. Borrowing power of the customer 


The investigator will see whether the required loan is within the legal borrowing power of 
the business. This is particularly important where a limited company is involved. 


3. Repayment capacity of the borrower 

He will also check whether the projected profits and cash flow of the business will enable it 
to meet both the interest on the loan and also the capital repayment. It must be remembered 
that, while assets may provide security, the lender will only want to invoke the sale of as- 
sets as a last resort. The loan should not be made, even if assets provide adequate security, 
unless there are reasonable grounds for anticipating that it can be repaid in the ordinary 
course of business. 
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4. Security against the loan 


The investigator should check the extent to which the loan can in fact be secured by fixed or 
floating charges over the assets of the business. The security offered should be examined 
with respect to value, title, and realisability. 


5. Adequacy of insurance coverage 

The investigator should verify the adequacy of the insurance cover of the business, with 
regard to the assets, loss of profit, indemnity and other relevant matters. The insurance 
policies should be checked to see whether all assets have been adequately insured or not 
and whether up-to-date premiums have been paid on all policies. 


6. Terms of loan and its repayment 

The investigator should go through the terms of loan and its repayment schedule and 
ensure that the proposed borrower will be able to satisfy the terms of loan and be able to 
repay the loan within the stipulated time period. 


7. Present loan liabilities of the borrower 

The investigator should further verify and collect a complete information regarding the 
existing liabilities of the borrower against loan and other borrowings of the business, their 
duration and interest rate. 


8. Profitability of the business 

The ability of the borrower to pay interest and principal in time will largely depend upon 
the profitability of the business. So, the profit and loss account of the business for the last 
few years should be reviewed and profitability trend should also be assessed. 


9. Study of feasibility report 

If the loan is required for any capital expenditure of the borrower, the feasibility report 
should be studied very carefully. He will check whether the project will be viable and will 
give adequate return to the prospective borrower. 


10. Cash flow analysis 

The borrower should be asked to submit a projected cash flow statement indicating the 
method of repayment of loan along with the amount of interest on the basis of time sched- 
ule. This statement should be checked very carefully to assess the justifiability of loan 
sought. 


14.11.4 Investigation on Behalf of the Owner/Shareholder of the 
Business Suspecting a Fraud 


Investigation is conducted, sometimes, to detect a suspected fraud. Fraud is generally acti- 
vated by those employees who handle cash and goods. The investigator should know from 
his client the nature of fraud suspected and the names of the suspected persons. There is 
more possibility of fraud, if the internal check system is ineffective. The investigator should 
thoroughly study the internal check and control system of the organisation. 

Fraud takes two main forms which are manipulation of the accounts and defalcation of 
money or goods by employees of a company or other enterprise. 

In the case of manipulation of accounts, the classic way in which this is contrived is the 
inflation or over-valuation of stock, the suppression of creditors or the inclusion of sales 
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which are either non-existent or relate to the following accounting period. However, there 
are numerous possibilities, such as creation of non-existent assets or the manipulation of 
accounts with other companies within a group or with associated companies. The investi- 
gator must bring great skill, experience and thoroughness to ensure that every aspect of the 
business is both genuine and properly accounted for. 

In case of defalcations, the exact nature of the investigation will depend upon the 
circumstances of the case. However, it will always be necessary to evaluate carefully the 
system of internal control in the areas affected. 


The most frequent asset to be the subject of fraud is of course cash, and where cash has 
been misappropriated, the following checks will normally be carried out by the investiga- 
tor: 


1. Nature and duties of suspected employees 


The investigator should know the authority exercised by the defaulting employee and the 
exact nature and extent of his duties. 


2. Checking of cash book 

The cash book must be cast and checked fully with the bank statements. It must be ensured 
that all receipts were banked promptly. The original pay-in slips retained by the bank 
should be obtained and checked with the counterfoils, as discrepancies could indicate 
“teeming and lading”. Certificate of opening and closing bank balances should be obtained 
direct from the bank. 


3. Vouching of payments 

Payments should be vouched with paid cheques and other appropriate evidences, to 
ensure that the names on the cheques are the same as those in the cash book. Duplicates of 
any missing voucher must be obtained. It must also be considered whether any cash pay- 
ments are abnormal and if so, they must be vouched with the utmost care. 


4. Vouching of petty cash expenses 

Payments, which are not made through banks, are made through petty cash. The investiga- 
tor should also vouch the petty cash payments. Cash received on account of unusual 
receipts such as sale of waste materials should be thoroughly checked, as these provide 
good chances of misappropriation. 


5. Checking of payments of wages and salaries 

The correctness of payments for wages and salaries must be checked. With regard to wages, 
great care should be taken to ensure that no fictitious names have been included in the 
payroll. 


6. Checking of debtors ledger 


Posting to the debtors’ ledger must be checked, and it must be scrutinised for payments on 
account, which could indicate “teeming and lading”. The validity of write-offs of bad debts 
and allowances given to debtors must be established. A positive circularisation of debtors 
should be carried out. 


7. Vouching of cash sales 


Cash sales must be properly vouched. Particular attention should be paid to the adequacy 
of the system of control relating to cash sales and any weakness should be reported. 
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8. Checking of payments to creditors 


Payments to creditors should be vouched with purchase invoices to ensure that no invoices 
have been paid twice. The genuineness of purchase invoices must be established by check- 
ing them against goods records. It should also be seen that all purchases of goods have been 
properly authorised and relate to the business of the client. 


9. Checking of personal accounts of employees 

The personal accounts of the employees showing unusual amount of debit balance for a 
long period of time should be checked. It is usually seen that executives are in the habit of 
drawing advances before any tour but do not bother to submit voucher and refund the sur- 
plus money after the tour. 


10. Checking of handling of cheques 
The investigator should also enquire as to who is authorised to sign the endorsement of the 
cheques to avoid any misappropriation. 

The investigator should follow step-by-step above mentioned checking procedure. In 
order to trace fraud regarding misappropriation of cash, detailed procedure of vouching 
and verification should be adopted by the investigator. 


14.11.5 Investigation to Find Out the Possible Reasons of Shortfall in 
Working Capital of a Company 


Working capital is that portion of capital, which is employed in the business for its day-to- 
day operations. It is the amount of investment made in various current assets like stock, 
sundry debtors, cash etc. Sometimes the net concept of working capital also becomes rel- 
evant, which is the excess of current assets over current liabilities. But when a company 
speaks of shortfall of working capital, it generally implies scarcity of cash resources. 

Scarcity of cash resources may arise due to various reasons like lengthy operating cycle, 
diversion of working capital for procurement of fixed assets, wrong dividend policy etc. 
The investigator will cover the following areas in his investigation to find out the reasons 
for shortfall in cash or working capital: 


1. Nature of the business 


The investigator will verify whether the investment in current assets is consistent with the 
nature of the business of the company. For this purpose, he will ascertain the current assets 
to total assets ratio of the company and compare it with the average ratio of the industry to 
which the company belongs. The industry average may be made available from the publi- 
cation of Reserve Bank of India or from the publication of the Chamber of Commerce and 
Industry. This may perhaps reveal that the root of the problem lies in the inadequate 
investment in current assets. 


2. Scale of operation 

The investigator should see whether scale of operation has increased with corresponding 
increase in working capital of the company. This may be found out by analysing the trend 
of current assets to sales ratio of the company for the last five to six years. Overtrading, i.e. 
the situation of increased scale of operation without matching working capital may 
increase the profitability in the short-run but will ultimately disrupt the normal operation 
of the business. 
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3. Material storage policy 

The investigator will evaluate the material storage policy of the company. For this purpose, 
he will find out the average period during which raw materials remain in store and com- 
pare it with the industry average. The average period of material storage can be ascertained 
by dividing the average inventory with average daily consumption. He will also examine 
the store ledger to locate the slow-moving and obsolete items of materials in which working 
capital may remain blocked. 


4. Processing period 


He will find out the processing period and see whether the processing period is reasonable 
or not. The processing period can be found out by dividing the average work-in-progress 
with daily average factory cost of production. The processing time may be lengthy due to 
various reasons like defective production planning, supervisory incompetence, outdated 
technology, fall in demand of the product in the market or shortage of cash required for 
further inputs. The investigator may require the help of some technical expert in this area. 


5. Finished goods storage period 

The investigator should assess the finished goods storage period and try to justify the 
length of the period. The average storage period can be found out by dividing the average 
finished stock with average daily cost of goods sold. This period may be long due to wrong 
production policy, fall in demand of the product, marketing incompetence etc. The actual 
reason has to be identified by the investigator by careful and thorough study. 


6. Credit period allowed 

He will ascertain the credit period allowed to debtors. The period is found out by dividing 
average debtors with average daily credit sales. It indicates how long capital remains 
blocked in debtors on an average. He will also conduct age analysis of individual debtor 
accounts involving large amounts. This will help him to find out whether working capital 
shortage is due to sluggishness in debt collections. It should also be checked whether any 
fictitious sales has artificially kept the working capital high. 


7. Credit period enjoyed 

The investigator will also ascertain the credit period enjoyed by the company from its sup- 
pliers. This will be measured by dividing the average credit balance with daily credit pur- 
chase. It may so happen that credit period enjoyed by the company is much shorter than the 
credit period allowed to debtors, thus resulting in scarcity of cash resources. 


8. Price level 


The investigator will compare the price level of those inputs for last three to five years, 
which form significant part of cost of production and see whether there is any significant 
increase in price level. Increased cost of production is supposed to be followed by increase 
in selling price. But since there is a time gap between purchase of material, and the realisa- 
tion of cash from sale will have an impact on working capital, so, further introduction of 
working capital is required to cope with the situation. 


9. Capital expenditure 


He will see whether capital expenditure incurred during last two-three years is more than 
the amount of depreciation charged during this period. If there is no introduction of addi- 
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tional long-term fund, capital expenditure over the amount of depreciation will impair 
working capital position of the firm. 


10. Cash flow statement 

The investigator will prepare cash flow statement and fund flow statement of the company 
for last two-three financial years and see whether cash position and working capital posi- 
tion have been impaired due to payment of dividend and tax out of unrealised profit, 
repayment of loan, purchase of assets etc. Both these statements prepared simultaneously 
for an in-depth analysis of change in cash and working capital position of the company. 


14.11.6 Investigation on Behalf of Tax-authority for 
Assessing Actual Tax Liability 


Such investigations are carried out where the tax authority suspects that the taxpayer has 
understated his income in his returns. The tax authority may have various grounds for sus- 
picion, for example, they may have discovered sources of income, which have not been 
disclosed; they may know that the tax-payer is living in a style, which exceeds his known 
income; or they may have been given some information about the tax-payer’s affairs by an 
informer. 

These types of investigation have no set rules. The investigator must use his initiative 
and experience with regard to the circumstances of the particular case. All potential sources 
of information relating to both the client’s business at private affairs must be used. In 
relation to the business, the investigator will use his auditing experience to test for possible 
manipulations. In relation to the client's private affairs, the investigator must do his utmost 
to ensure that he establishes the client’s income from all sources as accurately as possible. 

The investigator must obtain all the relevant documents relating to the whole period of 
investigation. These would include the following: 

e All business records and accounts audited or un-audited 

e Copies of the client’s tax return for the period, if available 

e Bank passbooks for all the accounts of the client and the client’s spouse and 

dependents 

e All records of the client’s income for the period 

e Schedules of investments and income thereon and details of rights at bonus issue 

e Schedules of all other assets and liabilities, with details of acquisition and disposals 

during the period 

e Details of all legacies and gifts received, and any other non-recurring receipts and 

expenditure 

e Details of insurance and premiums paid 

e Estimates of the living and personal expenses of the client and his family for the 

whole period of the investigation 


Once the investigator has assembled and shifted all the relevant documents and has re- 
ceived all the available information and explanations from the client, he must prepare the 
appropriate accounts to show his client’s true total and taxable income for the period. If 
there is no sufficient information available to prepare proper accounts, it will be necessary 
to rely on statements reconciling the client’s total wealth at the commencement of the 
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period with his total wealth at the end of the period, and treating any unexplained increase 
in wealth as additional taxable income. 

The investigator should ensure that the client approves and signs the statement before it is 
submitted to the tax authority. If he feels that the client is being less than honest, he should 
warn the client of the possible consequences of misleading the income. The report should be 
exhaustive, and should indicate the evidence relied on by the investigator, including the 
assumptions made and any deficiencies in the information available. 


14.11.7 Investigation on Behalf of Prospective Shareholder Who 
Wishes to Make a Valuation of Shares of a Limited Company 


Sometimes professional accountants are required to investigate the value of shares of 
private limited companies and the shares of public limited companies, which are not 
quoted in the stock exchange. The valuation of the shares of a public limited company listed 
on the stock exchange is easy, but the shares of a private limited company or of a public 
limited company not quoted in the exchange cannot be purchased and sold in the open 
market, hence its valuation is quite difficult. 

Where the client is proposing to purchase a minority shareholding in an unquoted com- 
pany, the same consideration will apply as where a business is being purchased in 
deciding whether the company is a basically sound vehicle for investment. 

However, as the shares are not readily marketable and the holding is to be a minority 
one, certain additional factors must be taken into consideration by the investigator, which 
are stated as follows: 


1. State of control 


The investigator should see whether the company is absolutely under the control of certain 
Directors and their associates. There are obvious risks in being a minority shareholder in a 
company, which is under the absolute control of a small group of people. 


2. Right to transfer the shares 


The investigator should go through the Articles of Association of the company to know the 
provisions as contained therein regarding the right of the shareholders to transfer shares. 
Otherwise, should the purchaser later wish to sell the shares, it may be found that there are 
restrictions on the right of the shareholder to transfer shares freely to the highest bidder. 


3. Influence to hold a particular size of the shares 

The investigator will also check whether there are provisions in the Articles of Association 
giving influence to holding of a particular size. For instance, powers to block certain 
actions by the majority could be conferred on holders of, say, more than 25% of the voting 
shares. 


4. Prices of shares recently transferred 
In valuing the shares, the investigator will of course take into account the price of any 
shares recently transferred, but it must be recognised that such transfers do not establish 
the value of the shares. Moreover, little weight should be attached to them unless they were 
arm’s length transactions between unassociated persons. The size of the holding being 
transferred must of course also be considered. 
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5. Past dividend policy 


Past dividend policy must be taken into account in deciding what return on the investment 
is likely to be received, as any indications that have been given by the Directors for future 
dividend policy. 

6. Possibility for quotation of shares 

Enquiries should be made as to whether there is any possibility that the company might 
seek quoted company status. A quotation would almost certainly increase the value of the 


shares, because shares in unquoted companies are usually at a substantial discount as 
against similar quoted shares because of their lack of marketability. 


7. Fair valuation of shares 
The fair value of shares may be calculated by one of the following two methods: 


(a) Net asset value method In this method, the gross value of assets of the company is 
ascertained. From the gross asset value, all the external liabilities are subtracted to get the 
net asset value. If this net asset value figure is divided by the number of shares of the com- 
pany, value per share is obtained. 


(b) Yield method Under this method, the value of shares is obtained by comparing the 
rate of return of the company with the average rate of return of the industry to which this 
particular company belongs. If the rate of return is more than the normal rate of return of 
the industry, the paid up value of shares increases proportionately and the resulting value 
is regarded as the market value of shares. 


14.11.8 Investigation on Behalf of Government into the 

Affairs of a Sick Company 
A state government or central government may be considering the takeover of a sick com- 
pany and for this purpose, it may give appointment to an investigator to investigate into the 
affairs of the sick company. Investigation in such a case involves detailed examination of 
records for several years, collection of information from different sources and analysis of 
facts and figures. 


An investigation into the affairs of such a company will involve the following major 
steps: 
1. Investigation of documents, books and records 


The investigator should examine the different documents, books and records including the 
books of accounts in order to know the existing position of the business along with different 
aspects of the business including legal, financial, social, economical and other aspects, 
which directly or indirectly influenced the functioning of the organisation. The important 
documents, books and records mainly include the following: 


e The Memorandum and the Articles of Association 
e Audited financial statements 

e Different budgets including cash budget 

e Stock records 

e Debtors and creditors ledger 

e Bank statements 
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e Records for working capital requirement 
e Records of cost structure of different products 


2. Collection of information from different sources 


The investigator should collect information for his proper investigation from different 
sources including the management of the organisation. He should gather information 
about the weaknesses and threats of the business from the management. He should also 
meet the bankers and other financial institutions to know the financial position of the 
organisation as reflected in its dealings with those institutions. The investigator should also 
meet with the trade union leaders to identify the basic problems of the organisation. He 
should visit the Chamber of Commerce and Industry to know the prospects of the organisa- 
tion and the industry to which it belongs. 


3. Measurement of the degree of sickness 


The investigator should then measure the degree of sickness of the company with the help 
of some standard accounting ratios on the basis of last few years’ financial statement. 


Following are the most accepted ratios for the measurement of sickness: 
e EBIT to Sales Ratio 

e OCF to Sales Ratio 

e EBIT to Total Assets Ratio 

e OCF to Total Assets Ratio 

e OCF to Net Worth 

(EBIT = Earning before interest and taxes, OCF = Operating Cash Flow) 


4. Identification of the causes of sickness 


After measuring the degree of sickness, the investigator must try to find out the reasons for 
sickness of the company. Sickness of a company may be due to various reasons, out of 
which some of the reasons are inborn in nature. The company under investigation may be 
born sick for reasons as given below. 


e Selection of wrong technology 

e Selection of improper place of business 

e Selection of wrong product-mix 

e Adoption of defective production policy. 


Again, the company may be started healthy but subsequently may become sick due 
to anumber of reasons, which include the following 


e Change in the government policy of the country 

e Change in the economic scenario of the country 

e Change of market condition of the product 

e Lack of management effectiveness 

e Adoption of wrong market strategy. 

A company may become sick because of innumerable reasons and the investigator will 
have to identify the actual causes of sickness. 
5. Possible remedies 


The investigator will then find out the possible remedies for the survival of the sick com- 
pany. These remedial measures can be of long-term and short-term basis. He will also 
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ascertain the fund requirement for the implementation of the revival programme. The 
requirement of fund can again be for working capital purpose or for the purpose of acquir- 
ing fixed assets. Usually the revival measures include the following suggestions: 


e Modernisation and technology upgradation 
e Sound financial management and policy 

e Deployment of surplus worker 

e Re-organisation of capital structure 

e Change of product-mix and design. 


6. Socio-economic justification for the continuation of the business 
Before taking over any sick industrial unit, the government should consider the aspects of 
socio-economic factors for the continuation of the business. Socio-economic factors include 
the following: 

e Development of the local economy 

e Employment of workers 

e Tax revenue of the government 

e Economic aspects of persons related to the business and 

e Environment effect of the business activities. 


7. Reporting 

On the basis of the above study and evaluation of the position of the sick business unit, the 
investigator should write his report. The report should be written carefully stating all the 
relevant information including the symptoms of sickness, the causes of sickness, the sug- 
gested programme of revival and socio-economic justification for the continuation of the 
business. Finally, he should offer his opinion as to whether the government should take 
over the unit or whether the revival of the sick unit is possible in other ways without taking 
over it. 


14.11.9 Investigation under the Indian Companies Act, i.e. 
the Statutory Investigation 
Section 235 to Section 251 of the Companies Act, 1956 deals with the Statutory Investiga- 
tion. 
Under Section 235, the central government may appoint one or more competent per- 
sons as inspectors or investigators to investigate into the affairs of any company and to 
report to the central government in the prescribed manner. 


The central government may direct for investigation under the following situations: 


1. On application by members of the company 
According to Section 236, when members apply for investigation, they must support their 
application by evidence and give a security not exceeding Rs. 1000 towards the cost of 
investigation. Investigation is possible only in the following cases: 
(a) Incase of acompany having share capital, on the application of 2,000 members hold- 
ing not less than one-tenth of the total voting power (Section 235(a)) 


(b) In the case of a company without share capital, on application of not less than one- 
fifth of the members (Section 235(b)) 
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2. On the report by the Registrar of companies 
If the Registrar of companies finds the following: 
(a) That the company has not furnished the required information or explanation asked 
for 
(b) The information or explanations supplied by the company to him is unsatisfactory 
(c) The company has not made a full disclosure of facts 
(d) The business of the company is carried on for a fraudulent or unlawful purpose 


3. Investigation of company’s affairs in other cases 
According to Section 237 without prejudice to its power under Section 235, the central 
government 
(a) shall appoint one or more competent persons as inspectors to investigate the affairs 
of a company and to report thereon in such manner as the central government may 
direct, if the company by special resolution or by the court order declares that the 
affairs of the company ought to be investigated by an inspector appointed by the 
central government, and 
(b) may do so if, in the opinion of the supervising authority, there are circumstances 
suggesting: 

(i) that the business of the company is being conducted with an intention to defraud 
its creditors, members or any other persons, or otherwise for a fraudulent or 
unlawful purpose or in a manner oppressive of any of its members or that the 
company was formed for any fraudulent or unlawful purpose. 

(ii) that persons concerned in the formation of the company or the management of its 
affairs have in connection therewith been guilty of fraud, misfeasance or other 
misconduct towards the company or towards any of its members, or 

(iii) that the members of the company have not been given all the information with 
respect to its affairs which they might reasonably expect, including information 
relating to the calculation of the commission payable to a managing or other 
directors or the manager of the company. 


Restrictions on appointment No firm, body corporate or other association shall be ap- 
pointed as an inspector under Section 235 or 237 (Section 238). 


Investigation on ownership of company Under Section 247, the central government 
may appoint one or more inspector to investigate and report on the membership of a com- 
pany for the purpose of determining the true persons: 
(a) Who are or have been financially interested in the success or failure, whether real or 
apparent, of the company 
(b) Who are or have been able to control or materially influence the policy of the 
company 
The expenses of this type of investigation will be borne by the central government out 
of money provided by parliament unless the government may order the recovery of the 
expenses from persons on whose application the investigation was ordered. 


Power of the inspector According to the provision as contained in Section 240 of the 
Companies Act, the inspector enjoys the following powers: 
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1. The inspector can demand the production of any book, papers etc. from any officer, 
employees or the agents of the company or the related bodies corporate. 

2. He can examine on oath from an officer, employee or the agent of a related body cor- 
porate. 

3. The inspector has the power with the prior approval of the central government, sum- 
mon any other person and examine him on oath. 

4. The inspector can even seize, if so authorised by a magistrate, the books and papers 
of the company or of any related body corporate and retain them if he is of opinion 
that these books, papers etc. will be destroyed, altered, mutilated or removed. He 
can retain them till the conclusion of the investigation. 


Inspector’s report According to Section 241 of the Companies Act, every inspector has 
to prepare and submit an interim report if necessary and a final report to the central 
government. He has to submit his report also to the following: 

(a) The memters of the company, where he was appointed on their application 

(b) The court, if he was appointed on its order 

The central government may publish the report and the interested parties may get the 
copy of the report on the payment of the prescribed fee. 

Sections 242 to 244 state that if the inspector's report shows that if any person has 
committed any offence for which he is criminally liable, the government may take steps to 
prosecute him for the offence. 

Section 246 states that the inspector's report shall be admissible in any legal proceed- 
ings as evidence of the opinion of the inspector in relation to any matter contained in the 
report. 

Section 250A states that an investigation can be initiated even if the company has 
passed a special resolution for voluntary winding up or if an application has been made for 
an order under Section 397 and 398 of the Act. 


14.12 LEGAL VIEWS AS REGARDS INVESTIGATION 
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1. Case: Colmer vs Merrett, Son and Street (1914) 
Fact of the case: Mr. Colmer, an engineer, claimed damages from the defendant, the 
auditor, for the losses sustained by him by investing heavy sum of money on the 
reliance of his report. 


In fact, the auditor was given only three days’ time to prepare the annual accounts. 
Therefore, he did not undertake the complete audit or investigation. The report was 
based on approximation. 
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Legal view: It was held that assessment of financial position along with the prepara- 
tion of annual accounts for the purpose of investigation was not possible within a 
period of two or three days. The investigating auditor had taken only the ready- 
made information into consideration. He had not checked the truth and fairness of 
the accounting records. So, he was held liable for gross negligence in his duty. 


2. Case: Regina vs Wake and Stone (1954) 

Fact of the case: The prospectus of the defendant company Wake and Stone 
contained the figures for stock and work-in-progress which was duly certified by the 
auditor of the company, and the figure was subsequently proved to be false, 
deceptive and misleading. A case was filed by the plaintiff against the company and 
its auditor for inflating the stocks and work-in-progress figure. It was pleaded on 
behalf of the auditor that he relied on the statement given by the managing director. 
Legal view: Both the managing director and the auditor were found guilty. But the 
nature of punishment in two cases was different. Because the managing director was 
sentenced to imprisonment and the auditor was fined £ 200 or in the alternative six 
month’s imprisonment for having signed the report for the prospectus recklessly. 


3. Case: Short & Compton vs Brackett (1904) 


Fact of the case: The plaintiff sued for the fees for having investigated the books of 
the defendant firm in respect of the proposed admission of partner in the firm. It was 
subsequently revealed that an employee of the firm defrauded the firm by 
defalcation of wage sheet. The important point to be noted in this case is that a part 
of the fraud was made by an employee during the period of investigation. A counter 
sue was made by the defendant against the plaintiff to the original case for alleged 
negligence in failure to discover the fraud. 

Legal view: It was proved by the court that when the plaintiff checked the wage 
sheet, it was correct at that time. Therefore, the counter claim was dismissed by the 
court. 


POINTS TO PONDER 


e An investigation may be defined as a special examination of and enquiry into books of 
accounts and other related records with a view to establishing a fact or to evaluating a 
state of affairs or to determining causes for a happening in a business. 

e The need for investigation may arise in many cases including cases for purchasing a 
business, for admission of a business, for seeking avenues of investment, for granting 
loans, for suspected fraud, for settlement of tax liability, for judging sickness of a business 
unit and for many other purposes. 

e Investigation is normally conducted with certain specific purposes. There are no statutory 
provisions prescribed for investigation except in case of companies. Investigation is not 
confined to examination of financial aspects of an organisation, but also concerned with 


the policy matters. 
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Investigation Q 


e The procedures to be followed in an investigation depend on the nature of the ) 
investigation, its purpose and the circumstances of the case in which the investigation was 
undertaken. 


e Inall the cases of investigation, certain precautionary measures are required to be taken 
by the investigator, which are considered as the duties of the investigator. These duties 
include obtaining written instruction about scope and objectives of investigation, framing 
investigation programme, collection of information about the business, taking expert 
advice, preservation of working papers and proper and correct reporting. 

e The report on the investigation must be carefully prepared. It should be simply worded, 
very clear in it’s meaning and as concise as practicable. It should contain all important and 
relevant matters. The investigator must mention the limits, if any, put in the scope of his 
work. 


e An investigator should combine sound auditing techniques, considerable experience, 
sound judgment and a good understanding of a variety of business enterprises. He should 
be methodical. Honest and diligent. 

e Audit and investigation are not same. Audit is conducted to know the true and fair view 
of the books of accounts. But investigation is conducted to know the financial position and 
earning capacity of the concern. 

e Investigation can be of different types. But whatever may be the type of investigation, an 
investigator has to consider certain points in conducting investigation, which include 
preliminary matters, detailed work of investigation and reporting. 

e Preliminary matters include letter of engagement and outline report. Detailed work of 
investigation includes inquiries and accounts and other considerations apart from the 
accounts. After completion of detailed work, the report would be finalised. The final 
section on the result of the investigation and the conclusions to be drawn from them 


C would be written and the report would be submitted to the client. J 


REVIEW QUESTIONS 


Short-answer Questions 
1. What is investigation? 
Are investigation and audit the same? 
How can misappropriation of cash and goods be checked? 
Discuss in brief the powers of inspector. 


a a Ng 


What are the important purposes of investigation? 


Essay-type Questions 


1. What is investigation? Distinguish investigation from audit. 

2. What do you understand by ‘investigation’? Explain the general procedure followed in an 
investigation. 

3. A fraud is suspected in a business house and you are asked to carry out an investigation. 
Explain briefly how you would proceed in this matter. 
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4. 


10. 


What special points should be borne in mind by you in carrying out an investigation on 
behalf of a person who wants to purchase business as a going concern? 

What are the points to be borne in mind in carrying out an investigation on behalf of a banker 
who wants to lend money to a borrower, which is a company? 

Mention the circumstances under which an investigation of a company can be ordered by the 
central government? What should be the procedure of investigation in such a case? 

The Directors of a private limited company of which you are an auditor ask you to fix the 
value of its equity shares. Discuss the factors you would consider to evaluate the shares. 
What are the general powers and duties of an investigator appointed by the central 
government? Discuss the investigator's report according to the Companies Act. 

A going concern having become sick has approached the state government for taking over 
the undertaking. You have been asked to investigate into the affairs of the concern. Chalk out 
the procedure of this investigation as an investigator. 

You are appointed to find out the possible reasons of shortfall in the working capital of a 
company. Discuss how you would investigate the matter. 
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15.1 INTRODUCTION 


Auditing in its modern form has adopted a multidimensional approach. At present, the 
scope of auditing is not restricted to only financial audit under the Companies Act. The 
purpose of auditing has been extended to cost accounts, managerial policies, operational 
efficiencies, system applications, social implications of business organisations and 
environmental aspects too. Even non-business organisations avail the services of qualified 
auditors and get their accounts audited. At present, the field of audit also covers the 
following: 

1. Checking cost accounting records and verifying the cost accounting principles that 
have been adopted in preparing and presenting cost accounting data, i.e. cost audit. 

2. Comprehensive examination and review of managerial policies and operational 
efficiency, i.e. management audit. 

3. Checking the performance of the organisation and comparing it with the overall 
performance of the industry in which the organisation belongs, i.e. performance 
audit. 

4. Critical examination and analysis of the contribution of the organisation for the 
benefit of the society, i.e. social audit. 

5. Evaluation and measurement of efficiency of the human resources in the 
organisation and comparing it with the expected utilisation of the human resources 
as a whole, i.e. human resource audit. 


15.2 COST AUDIT 


Under Section 233B of the Companies Act, the central government may, if it considers 
necessary, direct by an order that a cost accountant within the meaning of the Cost and 
Works Accountants Act, 1959 shall conduct the cost audit in such manner as may be speci- 
fied. 

Thus, the central government may order an audit of cost accounts for specified 
companies and that audit is to be conducted by a cost accountant. This cost audit is in 
addition to the financial audit conducted by an auditor appointed under Section 224 of the 
Companies Act. If the central government orders for the cost audit, it requires the company 
concerned to conduct cost audit every year till further orders. 


Definition 
Cost audit was first time introduced in 1965 in India, when the central government added 
Clause (d) to Section 209 and 233B of the Companies Act. Cost audit is an effective means of 


control in the hands of management and it is a check on behalf of the shareholders of the 
company, consumers and the government. 


In fact, cost audit is an audit process for verifying the cost of manufacture or 
production of any article, on the basis of accounts as regards utilisation of material or 
labour or other items of costs, maintained by the company. 

According to the definition provided by the Institute of Cost and Works Accountants of 
London, “Cost audit is the verification of the correctness of cost accounts and adherence to 
the cost accounting plans.” 
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Smith and Day define cost audit as “the detailed checking of costing system, techniques 
and accounts to verify correctness and to ensure, adherence to the objectives of cost ac- 
counting.” 


So, from the above-mentioned definitions, we can say in simple words “cost auditis the 
detailed checking as well as the verification of the correctness of the costing techniques, 
systems and cost accounts”. 


Objectives 
Every branch of study or knowledge has got its objectives. It is quite natural that cost audit 
should have some objectives. Without objectives, no branch of study can be developed. 
Following are the main objectives of cost audit: 
1. To detect any error or fraud which might have been done intentionally or otherwise 


2. To ensure that the cost accounting procedures which have been laid down by the 
management is strictly followed 


3. To verify the accuracy of costing data by checking the arithmetical accuracy of cost 
accounting entries in the books of accounts 


4. To have full control on the working of costing department of the organisation and to 
suggest ways and means for its smooth running 


5. To introduce an effective internal cost-audit system in order to reduce the burden of 
detailed checking work of the external auditor 


6. To help the management in taking correct and timely decisions on cost of production 
and cost variations 


7. To verify the adequacy of the books of accounts and records relating to cost 


go 


To value accurately the value of work-in-progress and closing stock 


9. To advise the management for adoption of alternative courses of action by preparing 
cost plan 


10. To report to appropriate authority as to the state of cost affairs of the organisation 


Advantages 
From the discussion of the objectives of cost audit, it appears that it not only serves the 
management of the business and the shareholders but it also serves the consumers as well 
as the society in a broader sense. The advantages of cost audit can be described in the 
following way: 
1. To the management 

e Ithelps in controlling different elements of cost. 

e It can assess the profitability of the organisation. 

e It helps to have a better inter-firm comparison. 

e Itis a basis of evaluation of the inter-divisional performance. 


e It helps in obtaining licenses for either expansion or diversification of the various 
product lines of the business. 


e It can also check to control high inflationary trend of cost. 
e It helps the management in finding out the correct cost of production. 


Q Auditing: Principles and Techniques 


e Itcan increase the productivity by detecting the weaker areas of cost of production. 
e The inefficiencies of the employees working in the cost department may be revealed. 
e Errors and frauds may be detected through efficient conduct of cost audit. 


2. To the shareholders 
e It gives guarantee of the proper maintenance of cost records. 


e It can stop the capital erosion by constant watch on better plant utilisation, 
discontinuing uneconomic product lines and elimination of wastage. 


e Through cost audit, the decision makers get timely and proper information, which 
results in better performance by the organisation. 


e Cost audit also ensures fair return to shareholders on their investments. 


3. To the consumers 
e Cost audit helps in the fixation of fair prices. 
e It helps the consumers indirectly in increasing their standard of living. 


4. To the government 
e It forms a basis for the assessment of income tax. 
e Ithelps the government in fixing and regulating prices. 
e It gives guidelines to improve working of uneconomic industrial units. 
e It gives information to the government regarding fraudulent intentions of any 
company. 
5. To the society 
e Cost audit provides guidelines to the industries for improving its workings and thus 
renders a great service towards the society. 
e It saves the customers from exploitation by revealing them the actual cost and to 
know whether the market price of product is fair or not. 
e Ithelps the industries to improve their efficiencies and production and to reduce the 
prices of the product. 


Disadvantages 
Cost audit may have some limitations. In fact, these limitations do not relate to the 
objectives for which it has been introduced. It may arise due to its limited scope of 
application in the related field of operation. However, cost audit is criticised on the 
following grounds: 
1. It introduces unnecessary interference in the normal working of companies. 
2. It leads to duplication of work because large areas of working of financial and cost 
audit are common. 
3. Itmay be considered as a burden to the company because of the additional cost to be 
incurred on cost audit. 
4. Conduct of cost audit by outsiders may be harmful to the interest of the company 
itself as the secrecy in cost accounts may not be maintained. 
5. By introducing cost audit in certain industries, more restrictions have been imposed 
on the functioning of the organisations by the government. 
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According to Sub-section (2) of Section 233(B), a cost auditor shall be appointed by the 
board of directors of the company in accordance with the provisions of Sub-section (IB) of 
Section 224 and with the previous approval of the central government. Further, it has been 
provided that before the appointment of any cost auditor is made by the board, a written 
certificate shall be obtained by the Board from the auditor proposed to be appointed to the 
effect that the appointment, if made, will be in accordance with the provisions of sub- 
section (IB) of Section 224. 

Such a company is required under Clause (d) of sub-section (I) of Section 209 of the 
Companies Act to include in its books of accounts the particulars referred to therein. The 
cost audit is in addition to and independent of the normal financial audit carried out 
pursuant to the appointment under Section 224 of the Act. The cost auditor shall have the 
same powers and duties as are prescribed under Section 227(1) of the Act for the auditors 
appointed under Section 224. 

A firm of cost accountants can be appointed as cost auditor if all the partners of the firm 
are practicing cost accountants and the firm itself has been constituted with the previous 
approval of the central government as required by the regulations framed under the Cost 
and Works Accountants Act, 1959. 


Qualification 


Under the provisions of Section 233B such an audit is to be conducted by a cost accountant 
within the meaning of the Cost and Works Accountants Act, 1959. 

But if the central government is of opinion that sufficient number of cost accountants 
within the meaning of the Cost and Works Accountants Act, 1959 are not available for 
conducting the audit of the cost accounts of companies generally, that government may, by 
notification in the official gazette, direct that for such period as may be specified in the said 
notification, such chartered accountant within the meaning of the Chartered Accountant's 
Act, 1949, possessing the prescribed qualifications, may also conduct the audit of the cost 
accounts of companies, and thereupon a chartered accountant possessing the prescribed 
qualifications may be appointed to audit the cost accounts of the company. 


Disqualification 
A person will be considered disqualified to be appointed as cost auditor in the following 
cases: 
1. If he is disqualified according to the provisions of Sections 226(3) and 226(4) of the 
Companies Act as applicable in case of appointment of company auditor. 
2. If he is holding appointment as the statutory auditor under Section 224 of the 
Companies Act. 
3. On becoming subject to any of the disqualifications mentioned in 1 and 2 above after 
being appointed as the cost auditor. 


Cost-audit report 

According to Sub-section (i) of Section 233(B), the auditor appointed under that section is 
expected to conduct the audit in such manner as may be specified in the order issued by the 
central government. Further, as per Section 233(B)(4), the cost auditor must forward his 
report to the central government and to the company within 120 days of the closing of the 
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year to which the audit is related. The report is to be given in the form prescribed for the 
purpose. 

The central government has issued Cost Audit (Report) Rules, 1968 specifying the form 
of the report and the additional information, which should be included therein in the form 
of annexure. The rules have also set down the various points on which the auditor should 
make his observations and give his conclusions. The rules have been superceded by a Cost 
Audit (Report) Rules, 1996. 

The auditor must further report on the adequacy of cost accounting records maintained 
by the company as prescribed by the government under Section 209(1)(d) of the act to 
confirm that they give a true and fair view of the cost of production, processing, 
manufacturing or mining activities, as the case may be. If the auditor’s report contains any 
qualification, the company must furnish to the central government full explanation on any 
such qualification within 30 days of the receipt of such report. 

In the cost audit report, the cost auditor is supposed to mention the following points: 

1. Whether proper records of fixed assets, in details are mentioned or not 


2. Whether the assets have been properly revalued during the year and what was the 
basis of revaluation 

3. Whether all the assets are properly verified and discrepancies, if any, are properly 
dealt with in the books of accounts 

4. Whether Proper accounting records as required by Section 209(1)(d) have been kept 
or not 

If there is any additional information that the auditor would like to furnish, he may 

include in the annexure to the report. 


15.2.1 Financial Audit and Cost Audit 
The difference between financial and cost audits are shown in Table 15.1. 


1:\)03 045i!) Distinction between financial and cost audit 


Points of difference Financial audit Cost audit 


1. Concept Financiabuditis an auditof financial Costauditsanaudibdfcostaccountsost 
accounts, supporting vouchers or statements and cost accounting plans. 
documents and financial statements. 


2. Inter-relationship Itis notnecessarfora financiæuditoto Asthesourcefcostaccountss financial 
examineostaccountsxcepforthepur- accountdhecostauditohasto makea 
pose of valuation of inventory detailed checking of expenses. 


3. Objectives Theorimarpbjectiveffinanciaiudiisto Theprimaryobjectivef costauditis to 
check whether necessary accounts, verify whether costs have been 
recordgsanddocumentsavebeenmain- ascertainedon the basis of cost 
tainedby the concerrandwhethethe accountingprinciples, whether cost 
profitandlossaccounandthe balance recordshavebeenproperlynaintained 
sheevivea trueandfairviewoftheprofit andwhethethe costof productioand 
and loss and state &diag respectively sale has been correctly worked out. 


Contd. 


Contd. 
4. Nature 


5. Verificationfstock 


6. Purpose 


7. Compulsion 


8. Submissioof report 
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Financiæudits somewhæ post-mortem Eventhougleostauditalsorefersgo the 
examination. It looks back to the past. past;it createghinkingorthefuturelt is 


thereforérward-lookitga greaextent. 


Thefinanciatuditohasonlytoseewhether Thecostauditohasnotonlyto checkhe 


allcategoriesfstochavebeerincludeth 


cosbfeachtemofstockbutalscdocheck 


the accounts in true quantities and valwésetherthe stocksare maintaineatt 


Financiaaéuditis essentiallan auditon 


proper level or not. 


Costauditis a toolin the handsof the 


behalf of the proprietors or shareholdersanagemenstatutorycost audit is, 


Financialaudit is compulsoryor each 
companyn eachfinanciayearas perthe 
Companiesct. 


Thefinanciaduditosubmit&isreportohis 
clientsIn caseof companysuchreporis 
required to be submitted to the 
shareholders. 


15.2.2 Ceiling on Number of Audits 


howeverconducteds per orderof the 
central government. 


AspertheCompanieAct,statutorgost 
audits onlyrequiredortheyeairif itis so 
ordered by the central government. 


Costauditoalsosubmithisreporto his 
clientslncaseofstatutorgostauditsuch 
reports requiredo be submittedo the 
central government. 


Section 233B (2) of the Companies Act provides that the cost auditor shall be appointed by 
the Board of Directors of the company as per the provisions of Section 224 (1B) and with the 
previous approval of the central government. According to Section 224 (1B), the number of 
audits that an auditor or a firm of auditors can undertake has certain maximum ceiling. 
This ceiling is as follows: 


1. In case of a firm of cost accountants Twenty companies (other than private 
companies) for every partner of the firm who is not in full time employment. Not more than 
ten out of the twenty companies should have a paid up share capital of Rs. 25 lakh or more. 


2. In case of an individual cost accountant who is in full-time 
employment Twenty companies (other than private companies) of which not more than 
ten should have a paid up share capital of Rs. 25 lakh or more. 


3. In case of an individual cost accountant who is not in full-time employment 
There is no limit on the number of companies that such a person can audit. 


The Board of Directors should obtain a written certificate from the person proposed to 
be appointed as cost auditor that he is not violating the aforesaid ceiling. 


15.2.3 Phases or Stages of Cost Audit 


The stages or phases of the cost audit may be classified under two broad categories. These 
include efficiency audit and propriety audit. 
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(a) Efficiency or performance audit 

Definition 

The efficiency audit provides the means to appraise the performance of the enterprise and 
diagnose the weaknesses or ills of the enterprise. Therefore, efficiency audit may be defined 
as that part of cost audit, which determines whether the resources of the business flow into 
remunerative or paying channels. Thus, efficiency audit is concerned with the diagnosis 
and review of the organisations environment, measuring return on investment, cash flow 
performance etc. and comparing these measures with the standard and determining the 
management system of control and techniques. 

In other words, efficiency audit makes an appraisal of how efficiently different 
activities of the business, consisting of both operational and financial activities, have been 
performed and it prescribes the remedies for shortcomings or inefficiencies. Hence, 
efficiency audit is also known as ‘performance audit’. 


Objectives 
Efficiency or performance audit involves an appraisal of the performance of a business 
concern. Performance audit mainly looks into operational and financial performance and 
overall performance of a business. The performance audit does not end in finding out good 
or bad points, it must tell the management the reasons of the bad points so that the 
management can take appropriate remedial measures. 

The main purposes of the efficiency audit are as follows: 
To determine the operational weaknesses and general ills of the organisation 
To highlight or to evaluate the important facts in each of the functions analysed 
To evaluate and compare the optimum return on capital employed in the business 
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To ensure that the investment techniques aim at giving optimum levels 
5. To ensure the improvement of organisational efficiency 


Steps 
Efficiency audit can be conducted by following the steps as follows: 
e Diagnosis of weak areas of the business 
e Study of the business environment for the marketability of its products 
e Profitable utilisation of physical assets 
e Effective utilisation of human resources 
e Review of functional and operational efficiency of the business 


Scope 

Performance audit involves an appraisal of the performance or efficiency of an enterprise. 
Performance audit reviews how efficiently various plan have been formulated and how far 
the actual performance meets the target as planned. Performance audit analyses the 
variances of actual expenditure from the budgeted figures. It also checks the results of 
capital investments and tries to find out how efficiently the capital has been utilised. 
Performance audit is, therefore, a check of efficiency of the different aspects of an 
organisation. It helps the management to improve the overall performance of the 
organisation. 
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The important aspects of an organisation, which a performance auditor evaluates, 
include the following: 


Sales value and sales quantity 

Actual production and total cost of production 
Levels of inventory and its management 
Capital employed and its utilisation 
Profitability of the concern 

Solvency and liquidity position of the concern. 


By comparing the actual figures with the budgeted figures, standards and figures of the 
past periods, by proper analysis of the data and by inter-firm comparison, performance 
audit evaluates the performance of the organisation. 


Advantages 
Performance audit has the following advantages: 


1. 


Performance audit gives an insight into the quality of performance. Performance 
audit gives us the idea as to whether the goals and objectives of the organisation 
have been kept in view and whether the plans and budgets have been followed in 
the operation of the business activities. 

Due to the existence of performance audit, all employees of the organisation become 
aware of efficient discharge of duties, otherwise the performance auditor will detect 
their inefficiencies. This moral check on employees is of immense value to the 
organisation. 

The defects and limitations in plans, budgets and standard setting are also detected 
in performance audit. On the basis of audit observations, these defects and 
limitations can be eliminated. 


By conducting performance audit, the errors, defects and inconsistencies in different 
areas of management can be identified. So, proper actions can be taken to remove 
these defects and inconsistencies. 

The performance auditor gives the management proper advice for the removal of 
existing defects and inefficiencies and in that way helps the management to improve 
future performance of their activities. 


Disadvantages 
The performance audit has the following limitations: 


1. 


Performance audit is a post-mortem audit, i.e. examination of the events of what 
have already been occurred. In reality, this practice does not give better result. 


. If the management control system of the organisation is effective, there cannot be 


any necessity of performance audit. 

Conducting of performance audit requires high cost. So, this type of audit is not suit- 
able for small organisations. 

In performance audit errors and defects are highlighted long after it occurrs. Such 
errors or defects may not be in existence when it is reported to the management. 
Performance audit creates an unhealthy atmosphere in the organisation due to the 
competition among the employees in achieving the desired performance. 
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(b) Propriety audit 

Definition 

The term ‘propriety’ means ‘justness’ or ‘rightness’. When this term is applied in the area of 
auditing, it signifies the audit of rightness of expenditure incurred or the rightness of 
optimum result or rightness of selecting alternative plan of action. 


Therefore, ‘propriety audit’ may be defined as an appraisal of rightfulness of executive 
actions and plans. In the conduct of propriety audit, the role of cost auditor resembles the 
advisory function rather than executive function. So, propriety audit refers to the assess- 
ment of rightness of plans and policies of management in connection with various financial 
events or transactions of the business. 


Functions 

The function of the cost auditor in the context of propriety audit may be stated as follows: 
1. To check that expenditure incurred is planned 
2. To appraise whether those expenditures are likely to give optimum result 


3. To see that the size and channels of expenditure are rightful and expected to give 
optimum result 


4. To see that any alternative plan of action can bring about an improvement or current 
operation as well as return from capital expenditure 


In case of company form of organisations, there is separation of ownership from 
management. The persons entrusted with the responsibility of management come for a 
short period of time. After the expiry of their tenure of service, they leave the organisation 
without taking any responsibility for the adverse effect on business of their past activities 
which might have been undertaken for their self interest only. In this context, the propriety 
audit is of great help as it acts as a restriction on undertaking any transaction for personal 
benefit of an executive. That is why, the government has also amended the Companies Act 
requiring the auditor to report not only on the fairness of the financial statements but also 
on the propriety of transactions of some particular nature. 


Objectives 

The objectives of propriety audit are to check the following: 
e Whether there is a revenue leakage 
e Whether funds have been misappropriated 
e Whether there is wastage or misuse of any kind 


e Whether legal or financial conditions have been overlooked or flouted in dealing 
with the affairs of the company 


e Whether adequate safety of assets has been ensured 
e Whether transaction have been entered into for the interest of the entity 


Advantages 
Propriety audit has the following advantages: 


1. In propriety audit wastes, misuse of assets and frauds are detected. So, guilty 
persons can be punished. The loopholes in the internal control systems of the 
organisation can also be adequately plugged to minimise these in future. 


10. 
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. If financial considerations or standards of propriety are flouted in any decision, 


propriety audit brings these to the notice of the authority. So, decision-makers 
always remain very alert and well-judged decisions result in the organisation. 


. This audit also checks whether or not all the activities of the organisation have been 


carried on prudently, profitably and in the best interest of the organisation. If 
anything is pointed out adversely in the audit report, appropriate corrective action 
can be taken against it. 


. Ifany asset of the organisation is inadequately protected, propriety audit brings this 


to light. Accordingly, measures can be taken to protect the asset from loss or 
damage. 


. Inefficiency, extravagance, personal interest on any matter, etc. are detected in 


propriety audit. So, adequate preventive measures can be taken against these 
features. 


. Propriety audit may cause useful corrections in financial and general 


administration. For this, administrative efficiency of the organisation may increase. 


. Without the consideration of propriety in some important matters, financial audit 


and cost audit will be of little value. These audits can be really effective when 
propriety audit in certain areas becomes part of them. 


. The shareholders of a company or the proprietors of a business are the maximum 


beneficiaries from propriety audit, because propriety audit in commercial 
organisations mainly serve their interests. 


. Not only the shareholders or the proprietors, but also all those connected with the 


business are benefited from propriety audit as this audit keeps an eye on financial 
discipline in the day-to-day management of the business, which is also beneficial to 
the society at large. 

Propriety audit is indispensable in government departments and in government or 
public transitions, because their activities, transactions, expenditure and decisions 
are supposed to be in public interest. 


Traditional audit and propriety audit 


LAPA Distinction between traditional and propriety audit 


Points of difference Traditional audit Propriety audit 


1. Objective 


Intraditionaluditallbusinesfansactions In proprietyaudit, the mattersto be 
arecheckewiththehelpofvoucherand observecare whetherthe transactions 
documentsto ascertainwhetherthe enteredntoandallthebusinesactivities 
financiastatementsreparedivesa true includingthe decisiontaken by the 
and fair viewof the financiatesultand managemerdre in conformitwith the 
financial position of the enterprise. standards of propriety 


2. Fundutilisation It is notthepurpos@ftraditionaiuditto Discovergfwastesandmisusesffundis 


discover wastes and misuse of fund. the main purpose of propriety audit. 


Contd. 
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Contd. 
3. Acceptedtandard 


If an expenses duly approvedy the 
appropriateuthoritandsupportebyvalid 
voucherst meetsheacceptegtandarof 


Mereapprovaandexistencef supporting 
voucheragainsanexpenswillnotsatisty 
theauditorn proprietaudit.Theauditor 


4. Function 


5. Verificatioofassets 


6. Detection of fraud 


traditional audit. has to verify whetherthe expenseis 
necessarandtheamounincurreds rea- 


sonable or not. 


Itisnotwithirthefunctiowftraditionaludit 
to see whetherthe businessis being 
managed prudently and profitably 


Intraditionaludiallassetslescribeththe 
balancesheetare verifiedin respectof 
existencditle custodandvalueoftheas- 
sets. 


Itisthefunctiowftheproprietauditosee 
whethethe busines$s beingmanaged 
prudently and profitably 


In proprietyaudit what is particularly 
requiredo beseerinthecaseofassetss 
whetherall the assetsare adequately 
protected or not. 


Detectiooffraudandmisappropriatioh Detectiowf fraudor misappropriation 
fundis nottheprimarypbjectf traditional fund is one of the primaryobjectsof 
audit. It is a secondary object only propriety audit. 


15.3 MANAGEMENT AUDIT 


It has been advocated in recent years that accountants should become more concerned with 
the efficiency of their clients, rather than concentrating their attentions almost exclusively 
on the accuracy of accounting records and financial statements relating to past periods. 
This could entail a professional firm’s undertaking what has become known as 
management, operations or efficiency audit in addition to fulfilling its basic statutory 
duties. 

Management audit reveals irregularities and defects in the working of management 
and suggests the ways to improve the efficiency of the management. It concentrates on 
results and does not examine whether procedures have been followed or not. 

Definition 

Management audit is an audit to examine, review and appraise the various policies and 
functions of the management on the basis of certain standards. It attempts to evaluate the 
performance of various management processes of an organisation. 

According to Taylor and Perry, “management audit is the comprehensive examination 
of an enterprise to appraise its organisational structure, policies and procedures in order to 
determine whether sound management exists at all levels, ensuring effective relationships 
with the outside world”. 

According to the Institute of Internal Auditors, management audit is”a future oriented, 
independent and systematic evaluation of the activities of all levels of management for the 
purpose of improving organisational profitability and increasing the attainment of the 
other organisational objectives”. 
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So, from the above definitions, it can be simply stated that “management audit is that 
type of audit which examines, reviews and appraises the various policies and actions of the 
management on the basis of established norms and standards.” 


Objectives 
The following are the main objectives of management audit: 
1. To reveal any irregularity or defect in the process of management and to suggest 
improvements to obtain the best results 
2. To assist all levels of management from top to bottom through constant watch of all 
operations of the organisation 
3. To review the performance of the management through close observation of inputs 
and outputs 
4. To assist management in achieving co-ordination among various departments 
5. To assist management in establishing good relations with the employees and to 
elaborate duties, rights and liabilities of the entire staff 
6. To recommend changes in the policies and procedures for a better future 
7. To ensure most effective relationship with the outsiders and the most efficient 
internal organisation 
8. To recommend for better human relation approach, new management development 
and overall organisational plans and objectives 


Importance 

Management audit is concerned with assessment of efficiency and soundness of 
management to lead the business to its goal. It critically reviews all aspects of management 
performances and prescribes ways and means for its improvements. 


Management audit is very important for its usefulness and is outlined as follows: 


1. Reviews plans and policies In an organisation, the management holds periodical 
meetings for the review of their performance and for the assessment of their operations to 
know as to whether these are performed according to the plans and policies adopted by 
them. But if the plans and policies are defective, the assessment will be of no use. Hence, 
there should be some independent review of the plans and policies as formulated by the 
management. The functions are performed by the management auditors. 


2. Identification of management weaknesses Management audit properly spots the 
inefficiencies and weaknesses of the management. It assesses the soundness of plans 
adopted and the adequacy of control system for making the plans successful. 


3. Proper advice to the management Management audit does not rest simply on 
identifying diseases. To make proper prescription for removal of these diseases is one of the 
major functions of management auditors. 


4. Advising the prospective investors Management audit can also be useful to a 
prospective investor who is considering to make a big investment in an organisation. The 
management auditor engaged by him can collect such information from the organisation as 
will be useful in evaluating the investment decision. 
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5. Taking over of sick industry Before deciding to take over a sick organisation, the 
government can order a management audit in that organisation and learn the actual causes 
of sickness. On the basis of the recommendations from the management auditors, the 
government can take proper steps accordingly. 


6. Helping in foreign collaboration In case of industrial collaboration, the foreign 
collaborators can collect useful information about the management and the future of the 
collaborating unit through management audit and can take right decision. 


7. Guides the bank in sanctioning loan Before granting loan or participating in the 
equity capital of a company, a bank or financial institution may get management audit 
conducted to ensure that their investment in the company would be safe and secured in the 
hands of the management. 


8. Guard against shortsighted project As the tenure of the directors is very short, they 
become prone to taking decisions keeping in view only short run profit ignoring its adverse 
effect on the company in the long run. Management audit can act as a guard against such 
possibility. 
Scope 
The following are the important areas that come within the normal terms of reference of 
management audit: 
1. Whether the basic aims and objectives of the enterprise are being fulfilled in practice 
2. Whether the enterprise is being successful in adapting itself to technological change 
3. Whether the management structure is suitable 
4.` Whether management is efficient at all levels and to what extent economies are 
possible 
5. Whether the policies with regard to staff recruitment and training are adequate, and 
whether staff morale is satisfactory 


6. Whether there is a proper communication system both upwards and downwards 
throughout the enterprise including a proper management information system 

7. Whether the enterprise's share of the market is increasing or declining and how it 
compares with its main competitors 

8. Whether the return on capital employed is satisfactory and how it compares with 
other companies in the same industry 


9. Whether the management has been able to establish good relations with the 
employees and how it compares with other companies 


10. Whether its relationship with the outside world is effective and whether its 
corporate image in the eyes of outsiders is satisfactory 
Steps 
Management auditors are appointed for getting their suggestions for improving efficiency 


of the entire organisation or the specific areas assigned to them. Management audit, there- 
fore, comprises three basic steps. These are as follows: 


e Examination of management performance 
e Reporting defects and irregularities 
e Presenting suggestions for improvement 
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These basic steps can further be broken down into the following stages: 


(i) Study of the activities (vi) Testing of effectiveness 
(ii) Detailed diagnosis (vii) Searching for problems 
(iii) Determination of purpose (viii) Ascertainment of solutions 
and relationship (ix) Determination of alternatives 
(iv) Looking for deficiencies (x) Seeking out methods of 
(v) Analytical balance improvement. 


The auditors conducting management audit begin their work with discussions with the 
management executives and employees, then they note down their findings and make out 
their probable recommendations on the basis of those findings. Finally, they submit their 
final report along with their recommendations. 


Advantages 


The importance of management audit can be conceived of if the advantages of the 
management audit can be studied properly. There is no denying the fact that the 
management audit is result-oriented. It provides us the following advantages: 
1. Ithelps the management in preparing plans, objectives and policies and suggests the 
ways and means to implement those plans and policies. 
2. The inefficiencies and ineffectiveness on the part of the management can be brought 
to light. 
3. The techniques of management audit are not only applicable to all factors of 
production, but also to all elements of cost. 
4. Proper management audit techniques can help the business to stop capital erosion. 
5. It increases the overall profitability of a concern through constant review of 
solvency, profitability and efficiency position of the concern. 
6. It helps the top management in arriving at correct management decisions without 
any delay. 
7. It helps the management in strengthening its communication system within and 
outside the business. 
8. It can help management in the preparation of budgets and resources management 
policies. 
9. It can also help the management in training of personnel and marketing policies. 


Disadvantages 
The disadvantages of management audit can briefly be stated as follows: 
1. The introduction of management audit technique involves heavy expenditure. 
2. Managers will hesitate to take initiative, as the management auditor will always 
pinpoint some shortcomings in the action. 
3. Managers will always try to keep the records up-to-date rather than improving 
efficiency and reducing the costs. 
4. Due to ineffectiveness and inefficiency of the management auditor, in all cases, 
management audit cannot provide result-oriented service. 
5. Management auditors are sometimes engaged in some activities detrimental to 
social objects of auditing, for example, evasion of tax. 
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Appointment 

A group of auditors should be appointed to conduct management audit, as it is not 
expected that an individual auditor should have all the expertise in all fields of 
management to conduct this type of audit effectively. Hence a group is formed taking 
experts from each area of management field for this purpose. The internal auditors must 
also be included in this group as they are familiar with internal affairs of the organisation 
and management. 

Management audit involves an appraisal of activities of the management of the 
organisation. So, the auditors must study the organisational activities and its plan of action 
in detail. Not only that, the management auditors should get full co-operation from the top- 
level management to enable them to conduct the audit effectively. But the effectiveness of 
management audit will depend on the scope of audit, which the management has to decide. 


Qualities of management auditors 
The task of performing the management audit cannot be assigned to an ordinary person. 
The management auditor should have sufficient experience and knowledge about the 
functions of management. In fact, he should have the ability to understand different 
management activities of the organisation viz. internal control system, production 
planning and control, personnel management techniques etc. The different qualities that 
the management auditor should possess are stated below: 
1. The management auditor should have the ability to understand the problems of the 
organisation. 
2. He should have a clear understanding as to the nature, purposes and objectives of 
the organisation. 
3. He should have the ability to determine the progress of the organisation. 
4. He should be tactful in dealing with different employees and officers of the 
organisation. 
5. He should have pleasing and dynamic personality. 
6. He should have general understanding of different types of laws, particularly the 
Income Tax Act and the Companies Act. 
7. He should have a sound knowledge in preparing various reports, presented to 
management. 
8. He should be able to assess and examine the internal control system of the 
organisation. 
9. He should be familiar with various principles of management, viz. planning, 
control, management by exceptions etc. 
10. He should have a good knowledge of financial statement analysis techniques like 
fund flow analysis, ratio analysis, standard costing etc. 


Management auditor's report 

After conducting management audit, the management auditors are required to prepare a 
report to be submitted to the management of the organisation. On the basis of findings and 
definite information, the auditors prepare a report making recommendations for 
improvement in the functioning of the management. He should not hesitate in criticising 
the management. His recommendations should be constructive and adequate for the 
improvement of the overall efficiency of the management. 
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Nevertheless the report must be clear and unambiguous, either making the point that 
efficiency is such that no change is advocated, or if reorganisation is considered advisable, 
then the management auditor must be sufficiently confident of his own ability to have 
assessed the situation that he can make adequate proposals which will lead to 
improvement and increased profitability. 


Difference between management audit and cost audit 
Cost audit is the detailed checking as well as the verification of the correctness of the 
costing techniques, systems and cost accounting data. 


On the other hand, management audit is the detailed examination of an organisation to 
appraise its organisational structure, policies and procedures of management in order to 
determine the existence of effectiveness of management system in the organisation. 


ILAA Difference between management and cost audit 


Points of difference 
1. Scopefaudit 


2. Legal compulsion 


3. Qualificationf auditor 


4. Areaofaudit 


5. Periodicity 


6. Submissioof auditreport 


7. Regularity 


8. Accountability 


Management audit Cost audit 


Managemeriuditis a comprehensiv€ost audit is the verificationof 
reviewof all aspectsof managementcorrectnessf costaccountinglata, 
functions. costing techniques and system. 


Managemerduditis not a statutory In certainindustriescost audit is 
requirement. compulsory and a statutory 
requirement. 


The managemerduditormustbe a The cost auditor must possess 
persorhavingwideexpertis@ thefield prescribedualificationas per the 
of management and accountancy _ provisionsftheCompanie&ct. 


Themanagemeatditocriticallgxam- The cost auditorchecksthe cost 
ines the policiesproceduresandthe accounting data only 

techniquesf managemeatioptecind 

report on theifedtiveness. 


It coverswideareaof activitiesf the Thecostauditis conducteébr every 
managemeandmaybeformorethan financial year separately 
one financial year 


Therds notimelimitforthesubmissionThereis a stipulatedimelimitwithin 
of management audit report. which cost audit reporthas to be 
submitted. 


Managemenaudit is not a regular Itisaregulafeatureandrequiretobe 
featureWhenevereecarisestheman- conducted year after year 
agemennaydecidéoconduananage- 

ment audit. 


Themanagemeatditofs accountableThecostauditors accountable the 
to the management .only shareholders wellas to thecentral 
government. 
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Difference between management audit and financial audit 

Management audit is an examination of efficiency of management at all levels throughout 
the organisation in order to ascertain whether sound management prevails, thus 
facilitating the most effective relationship with the outside world and the most efficient 


organisation. 


On the other hand, financial audit is an audit of financial accounts, supporting 
vouchers or documents and financial statements. 


Financial audit and management audit may be distinguished in the following lines as 


given in Table 15.4. 


LAA Difference between financial and management audit 


Points of difference 
1. Concept 


2. Objectives 


3. Continuity 


4. Scope 


5. Efficiencpfemployees 


6. Auditor 


7. Cost involvement 


8. Duration 


Financial audit Management audit 


Financiafuditis an examinatiomf Managemeatditis a comprehensive 

financial accounts and financial andconstructivexaminaticoftheefi- 

statements. ciencyof managemeriat all levels 
throughout the organisation. 


Theprimarypbjectiveeffinanciakudit Theprimarpbjectiveef management 
areto ascertaimwhetheallthetransac- auditareto makean evaluationf the 
tionshavebeerproperlaccountefbrin efficiencyof managemerat diferent 
thebooksfaccountandwhethethefi- levelsandmakeusefubuggestioner 
nanciastatemenitsftheconcerryivea removabf ineficienciesf manage- 
trueandfairviewof thefinanciatesult ment functions. 

and financial position. 


Financiaaéuditis requiredo be done Managemeatdits notrequiredobe 
every year conducted every year 


The scopeof financiaauditis quite The scopeof managemerduditis 
narrow much broader 


The efficiencyof employeess not Theeficiencyoftheemployees as- 
assessed in financial audit. sessed in management audit. 


Only professionalaccountantsare Managemeatditanbeperformebly 

competent to perform financial audita groupof expertsconsistingf man- 
agemeréxpertsprofessionaccount- 
ants, engineers etc. 


Financiadudiinvolvegesscost. Management audit is quite costly 


Financiaauditcoversthe accountmf Managemeatditoversccountand 
only one year otheraspectof managemeattivities 
for a number of years. 
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15.4 HUMAN RESOURCE AUDIT 


Concept of human resource 


Of all the elements that result in profit generation of an organisation, the most important 
factor is the human resource factor. The growth and development of the organisation 
including increase in productivity, profitability and expansion of the organisation is 
dependent on the performance and efficiency of all the workers and employees of the 
organisation in general and the dynamism on the part of the top management in particular. 
All these human factors, which contribute to the growth and expansion of the business, 
either directly or indirectly, may be termed as ‘human assets or human resources’. 


Concept of human resource accounting 
Touche Ross and Co., a Canadian CPA firm has introduced for the first time the concept of 
human resource accounting as a part of its management information system in the belief 
that a good human resource accounting system can provide information of vital 
importance for both short term as well as long-term decision-making and performance 
measurement. 

According to Eric Flamholtz, “accounting for people as an organisational resource 
involves measuring the costs incurred by business firms and other organisations to recruit, 
select, hire, train and develop human assets”. 


Dr. B. K. Basu defines human resource accounting as “a method of accounting that 
deals with recording the cost that are incurred for the development and welfare of the 
human resources of the organisation as well as to record the expected future earning from 
each employee”. 


Concept of human asset audit 

The decision of the investor to invest in the company is greatly influenced by the working of 
the managerial staff of the company. So, disclosure of information regarding human capital 
in the annual report of the company may help a lot to the investors in forming an opinion 
whether to invest or not. This may remove the standing criticism of the financial reporting 
that ‘one of the outstanding omissions is information concerning the human capital 
employed’. 

But before including human capital employed as a part of annual account it has to be 
ensured that the human capital as included is reliable and computed on the basis of 
generally accepted principles for the valuation of human capital. In order to get reliable 
value of human resources, the necessity of human resource audit is felt. The human 
resource audit examination should not relate to the rightness to the process of valuation of 
the asset, but it should see that the information upon which the calculations are based upon 
are reliable and authentic. 


So, the definition of human resource audit may be given in the following way: 


“Examination of the human asset figure that appears in the balance sheet through checking, 
inspecting and appraising the various facts and figures which are based on the estimated 
value of human assets is called human resource audit.” 
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Steps for human resource audit 
Following steps may be suggested for the purpose of audit of human resources: 
1. The nature of the organisation should be thoroughly examined to know whether it is 
a firm of professionals or of the general business. 
2. Interview with the top managerial personnel should be taken to acquire information 
regarding the valuation of human resources. 
3. It should be seen that provision for depreciation of human assets has been 
adequately provided. 


4. It should be confirmed that the correct value has been placed in the balance sheet. 

5. The internal control system as regards various information of human resources 
should be reviewed to evaluate its effectiveness. 

6. It should also be ensured that all contingencies that have the effect on the valuation 
of human resources are duly considered in the value measurement of human 
resources. 


Problems of human resource audit 


Though the auditor is not an expert for the human resource valuation, he has to be 
intimately connected with the measurement of human resources. For this, the auditor has to 
appraise the values that are placed in the balance sheet either in the form of investment 
against human resources or in the form of net value of human assets. But there are certain 
problems, which may be encountered by the auditor while verifying the value of human 
resources. These are as follows: 

1. It is not possible to determine the value of an individual with perfection. Therefore, 
the audit procedure under this system of audit is bound to give unrealistic approach 
to the direction. 

2. Itis difficult for the auditors to measure the value of the employees who are trained 
by the methods suggested by the accountants or the valuers. 

3. As there is a scope for a subjective judgment in valuing the resource, the audit 
procedure may not give the guarantee as to the reliability of the data. 

4. It is difficult for the auditor to collect the required correct information upon which 
the human resource valuation is based. 

5. As the concept of audit under the name, ‘human resource audit’ has not attained 
much popularity and its use is not found so far widely in organisations, the auditor 
may be put into the dilemma as to the course of action to be followed for the purpose 
of audit. 


Advantages of human resource audit 
In spite of the existence of various problems that stand on the way of conducting an efficient 
audit of human resources, the audit procedure adopted for this purpose may provide the 
following advantages: 
1. The audited figure may be taken by the management as reliable for taking any 
decision on the matter. 
2. The actual audit of this figure may help the auditor to give his audit report about the 
true and fair view of the state of affairs of the business. 


New Areas of Auditing } 


3. It may invite the investor to invest more funds in the business. 

4. Thorough enquiry as to allocation of resources amongst various competiting 
opportunities made by the company can be made possible through this system of 
audit. 

5. The audit of human asset may rightfully justify whether expenditure incurred in this 
regard is reasonable. 

6. The audited figure of human resource may form a valuable basis in the preparation 
of social accounts. 


15.5 OPERATIONAL AUDIT 


Definition 

The dictionary meaning of the term ‘operation’ means ‘working’ or ‘performs functions’. 
Therefore the term ‘operational audit’ implies audit of the working of the business or it may 
be defined as an audit of functions performed by the business. 

According to Federal Financial Officers’ Institute, Canada, “operational audit is a 
systematic independent appraisal activity within an organisation for a review of the entire 
departmental operations as a service to management”. 

Dr. B. K. Basu defines operational audit as “the audit of measuring effectiveness of the 
working of the business as well as functions performed in financial and operational areas of 
an organisation”. 

On review of the definitions, it appears that at present the scope of application of 
operational audit has been extended in financial and accounting areas too in addition to 
other areas of operations in an organisation. 


Objectives 
The objectives of operational audit in particular may be stated as follows: 
1. To appraise or evaluate the objectives of the business and see whether they are 
properly set. 
2. To evaluate the policies of the company to judge whether they are adequately 
framed or not. 


3. To analyse the measure of devices as laid down in the policies for the 
accomplishment of objectives. 
4. To determine the work force of the organisation and ensure that the productivity of 
the available work force is satisfactory. 
5. To evaluate the structure of the organisation to know the rights, duties and 
responsibilities of different persons engaged in different operations. 
6. To appraise or evaluate the different control techniques used by the organisation for 
the satisfactory completion of the operations. 
Scope of audit 
The approaches of operational audit may be classified under the following two broad 
heads: 


(a) Organisation In the related field of organisational areas, the auditor of operation is 
concerned with the following aspects: 
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(i) Examination of the administration of different departments of the organisation 
(ii) Examination of various functions within the organisation 
(iii) Evaluation of the performance of the employees of the organisation 
(iv) Anticipation of future performance of the organisation through preparation of 
budget 
(v) Improvement of the product of the organisation 
(vi) Improvement of the organisational structure of the concern 


(b) Function As to the functional approach of the operational audit, it is important to 
note that the auditor in operation is concerned with the following: 
(i) All activities of the organisation from the beginning to its end 
(ii) The performance of workers working in operational areas 
(iii) Appraisal of function through all the units involved in the process of operation 
(iv) Examination of workflow 
(v) Assistance to management through overview 
(vi) Evaluation of plans and procedures adopted by the management 


Advantages 
The advantages of operational audit may be stated as below: 
1. It increases the productivity and profitability of the organisation. 
2. It can alert the management before resulting losses. 
3. It can characterise both financial and operating areas by the state of mind of the 
auditor. 
4. It protects the interest of the shareholders. 
5. It can train up inefficient employees working in different key operating areas of the 
business. 


6. It may protect capital erosion through constant watch and review of different 
operating areas. 


Disadvantages 
1. The application of this system of audit involves greater amount of cost. 


2. The required qualities as are expected from the auditor may not be found in actual 
practice. 


3. Ifthe auditor’s report is ignored, the auditor cannot function properly. 
4. The operational audit programme, unlike the financial audit programme, is difficult 
to prepare. 


15.6 FORECAST AUDIT 


Definition 

The term ‘forecasts’ are derived through a combination of judgment and science in which 
history, plans, reactions, aspirations, constraints and pressure all play a part. Forecasts are 
based on management's assumptions of future events, some of which are explicit and some 
of which are implicit. But, there is no assurance that the forecast will be achieved. 
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So, forecast audit may be defined as a critical examination and review of the forecasts 
of profit, sales and cash flow of the organisation made by the management for the general 
understanding of all concerned, interested in the affairs of the business, by applying 
reasonable care, skill and judgment. 


Objectives 
There is no doubt that budgeting and planning help the management to ensure a better 
control on the financial aspect of the organisation. However, a higher control is required to 
ensure the potentiality of the planning. This is possible through ‘forecast audit’, which 
ensures the following: 
(a) It can stop capital erosion mainly arising from payment of dividend and tax out of 
inflated as well as unrealised profit. 
(b) It ensures the continuity of the organisation by regular check up of the different key 
areas of the accounting processes. 
(c) It can strengthen the ‘integrity of the capital structure’ of the business. 
(d) It can alert the business against any uncertainties. 


Steps in confirming the forecasted figures 


For the purpose of confirming the forecasted figures as prepared by the management, the 
auditor should verify the same with reference to the following: 


1. Determination of the range of probabilistic consideration The auditor should 
check the probabilistic consideration with reference to the authenticity of the available 
information, which justifies the probabilities. 


2. Adhering to the generally accepted accounting principles The auditor should 
verify those forecasted figures by reference to principles of accountancy. 


3. Exercise of reasonable care and skill It is the reasonable care and skill which form 
the basis of judgment power. With the aid of this judgment power, the auditor may check 
the reliability of information upon which is based the forecast figure. 


4. Better information system All channels of information should be thoroughly 
examined and verified to form a basis for information, which is the basic of forecast figure. 


5. Adhering the objectives of the business The auditor should see that the forecast 
figures are not contrary to the objectives and plans of the organisation. 


6. Proper documentation The auditor should check whether the forecasting provides 
proper documentation of both the forecast and the forecasting process. 


7. Comparison The auditor for the purpose of attaining precision and designing the 
forecast model should compare the forecast with the results attained. This may enable him 
to take corrective steps to verify the figures more accurately and efficiently. 


8. Approval The auditor should examine properly whether the financial forecast bears 
proper authorisation from the top management. 
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Problems of conducting forecast audit 
The problems that are faced by the auditor in the conduct of the forecast audit can be stated 
as follows: 

1. The inherent risk in the conduct of an audit is an important problem of forecast 
audit. 

2. The ambiguity in the client’s instruction relating to the liability of the auditor. 

3. The exercise of reasonable care and skill in estimating the forecast figure, which is 
based on subjective and objective consideration, is really very difficult to 
concentrate upon. 

4. Another problem lies with the fact that the auditor has to make his report on the 
available information furnished by the organisation. 

5. It is really very difficult to examine the concept of ‘materiality’ relating to an item 
that is included in the profit forecast. It is a fact that there is no boundary line to 
judge what is material and what is immaterial. 

6. Another problem is that the estimation always depends upon the assumption of 
which forecast is made. But some assumptions inevitably will not materialise and 
unanticipated events and circumstances may occur. 


AE Difference between annual audit and forecast audit 


Points of difference Annual audit Forecast audit 

1. Nature of audit Theauditoconducttheauditworkon Theauditoconducthisauditworkon 
the past records. the future events. 

2. Auditeport Theauditreports realistic. Theauditreports unrealistic. 

3. Supportingvidence Effectivecheckxanbe madepossible Thereis no supporting@videnceon 
on the supporting documents. which checks are to be made. 

4. Liability of auditor The liabilityof the auditoris clearly Itis dificultto defindheliabilityof the 
defined. auditar 

5. Trueandfairview Theuseoftheworddrueandfairviewn Theauditorcannotcertifythe uncer- 
auditreporjustifiesheproprietpfhap- tainties as being true and fair 
penings. 

6. Risk factor Theriskfactotin theconduodfanaudit It involves greater amount of risk. 


of this type is minimum. 


7. Audiapproach Theauditworkapproacheshrougtthe Theauditworkapproachdfroughthe 
books of accounts evaluation of the administrative control. 
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15.7 SOCIAL AUDIT 


Concept of social responsibility 


Corporate entities are now regarded as a great social force. They are not expected to be only 
engaged in profit earning activities and paying dividend to the shareholders. They have an 
important role to play in the social well-being. They have high responsibility to the society. 
Such responsibilities can be identified in two directions as follows: 


1. Internal social responsibility It includes the following: 


(a) Extending staff benefits comprising indirect monetary benefits like provident fund, 
gratuity, bonus, insurance, leave salary, medical benefits, housing facility, recrea- 
tion and entertainment for employees and workers and other benefits 


(b) Keeping the environment of the factory and its surrounding area clean and non- 
hazardous 


(c) Paying the statutory dues in time 
(d) Supplying quality products at fair prices 
(e) Giving fair return to investors commensurate with risk 


2. External social responsibility It includes the following: 
(a) Community development through creation and maintenance of roads, parks, 
playgrounds and provision for drinking water facilities 
(b) Tree plantation for the improvement of environment 
(c) Growth and expansion of the business and thereby creating new job opportunities 
(d) Setting up plants in backward areas 


Concept of social accounting 
In recent years a school of thought has developed a new concept, which advocates that as 
large companies have responsibilities to persons other than their shareholders, information 
relevant to such groups should be provided. 

For instance, it has been suggested that information should be given dealing with such 
matters as follows: 

e Remuneration of employees and fringe benefits 

e Retirement arrangements for employees 

e Health and safety measures 

e Staff training programmes 

e Industrial relations 

e Pricing policies in respect of goods and services provided 

e Quality control over products sold 

e Integrity of advertising campaigns 

e Pollution controls 

e Energy conservation 

Social accounting is a system of accounting, which indicates how and in what way a 
business organisation performs the above-mentioned obligations for the society. So, social 
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accounting can be defined as “a method of measurement and reporting, internal and 
external, of the information concerning the impact of an entity and its activities on society”. 

According to the National Association of Accountants of USA (NAA), social 
accounting is the “identification, measurement, monitoring and reporting of the social and 
economic effects of an institution on society. It is intended for both internal managerial and 
external accountability purposes and is an outgrowth of changing values that have led 
society to redefine its notion of a corporation’s social responsibility”. 


Concept of social audit 


The term ‘social accounting’ and ‘social audit’ are used sometimes in the literature 
interchangeably. But social accounting is concerned with the development of measurement 
system to monitor social performance, and social audit is the use of an independent 
auditing system to verify a firm’s records of social performance. John Crowhurst in his 
book Auditing: A Guide to Principles and Practice has clearly explained these two terms. 
According to him, ‘Social accounting is the process of determination of social performance 
of an organisation’, while ‘social audit’ is the enquiry into the corporate social accounting 
records by an outside agency that can opine with a view to attestation and authentication of 
such results and reports. 

So, social audit may be defined as “assessment of the performance of an industry as a 
whole vis-a-vis its total responsibility.” But social responsibility now a days is not a total 
concept relating to an industry. Each organisation forming part of an industry is considered 
to have specific social responsibility. Social audit may, therefore, be rightly defined as “the 
assessment of social performance of an organisation.” 


Objectives of social audit 
Social audit is a very new and growing area of audit. Modern accountants have developed 
several approaches and techniques for the effective conduct of social audit. Social audit 
techniques, in fact, are to be framed by the accountants taking the following objectives of 
social audit into consideration: 
1. To make an assessment of social performance by an organisation 
2. To inform the management of an organisation of the accuracy and fairness of its so- 
cial accounts 
3. To evaluate the socio-economic contributions made by an industry 
4. To bring to light for public knowledge how far an organisation has discharged its 
responsibility to the society 
5. To advise the management in the preparation of social accounts 
6. To evaluate with the help of financial data various social actions of an organisation 
and describe them in properly analysed form in the absence of socio-economic 
performance statement 
7. To check whether various social actions of an organisation have been evaluated 
under proper categories like products, employees, local community, environment, 
public in the social income statement 
8. To examine the correctness of ‘value added statements’ when the contribution of an 
enterprise to the national economy is described through such statements 
9. To verify the assets shown in the social balance sheet and check their values 
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10. To examine the correctness of amount shown as social equity in the liability side of 
the social balance sheet 


Importance 

Social audit is a new concept and has emerged out of the growing awareness of the 
responsibility of the business towards the society. In the changing socio-economic scenario, 
the social audit has assumed a special significance. In fact society now demands something 
more from the auditing profession. Apart from expecting the traditional services from 
audit, i.e. ensuring reliability and fairness of accounts, the society now requires audit to 
become social oriented for safeguarding the interest of various elements of the society. So, 
social audit is very important in the present business environment. The importance of 
social audit can be stated in the following way: 


1. Assessment of social contribution Social audit assesses the social performance of a 
business enterprise. Only through social audit one can get a correct picture of the 
contributions made by an enterprise to the society. 


2. Presentation of annual social accounts In order to conduct social audit, social 
accounts are also required to be prepared. Attention is given at present for the development 
of suitable social accounting system with standards for measurement of social performance 
and presentation of annual social accounts. 


3. Guide to the management The social auditors may guide the management in the 
measurement of social performance, proper keeping of social accounting records and 
presentation of social statements. Their specialised knowledge may be of immense value to 
the management. 


4. Contribution of the industry Social audit has also an important role to play in 
relation to an industry, as it can successfully assess the overall contribution made by an 
industry to the society and the national economy. 


5. Allocation of scarce resources To ensure effective allocation of scarce resources, 
evaluation of different social projects should be done from the viewpoint of their social 
costs and social benefits. This evaluation is done through social audit. 


Social audit in India 
When the central government issued manufacturing and other companies (auditor's 
report) order in 1975 and when it is implemented as social audit by company law board by 
the introduction of Section 227(4A) of the Companies Act, 1956, it becomes compulsory for 
the company auditor to give report on several additional matters of social importance. A 
number of audit experts described these steps by the central government as the 
introduction of social audit in India. But it is not at all a social audit, as social audit is not an 
audit for expressing auditor’s opinion on the matters of internal control, propriety and 
compliance. However, this can be considered a right step in keeping the companies aware 
of their social responsibility and accountability to the society. 

For the first time in India, the Tata Iron and Steel Company published the report of their 
social audit committee in the year 1980. The committee had to make an assessment of the 
social performance of the company in the light of specific provision contained in the 
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Articles of Association regarding its responsibility to the society. But the report of the com- 
mittee was mere description of socio-economic contributions made by the company. No 
socio-economic activity-wise operating statement showing costs and benefits of various 
social actions was prepared. 
In India, audit of social accounts is not yet in practice and the term ‘social audit’ is still 
in a conceptual stage in our country. There are two basic reasons for this situation: 
1. There is no statutory provision in any act attempted to make it compulsory the keep- 
ing of social accounting and conducting the audit thereof. 
2. In our country, no standard for the preparation of statement of social performance 
and socio-economic operating statement have yet been developed. 
So, in India, the concept of social audit is still a vision in reality. 


15.8 TAX AUDIT 


Definition 

Statutory audit is conducted mainly keeping in view the information requirement of the 
shareholders. But there are also other parties who are interested in the financial information 
of the organisation. One such interested party is the tax authority, who wants to know the 
correct income of the assessee for the tax provisions point of view. With this objective, the 
Income Tax Act of 1961 has included a number of provisions, which require audit of 
statements prepared for tax purposes. 

So, the term ‘tax audit’ refers to the audit of income and expenses or specific claims of 
deductions and exemptions that are required to be computed as per the provisions of the 
Income Tax Act. Tax Audit is a specific requirement under the Income tax Act. It is required 
in addition to financial audit, which does not fulfill the specific requirement of the tax 
authority. 


Types of tax audit 

There are three types of tax audit under the Income Tax Act. These are as follows: 
1. Compulsory tax audit under Section 44AB 
2. Tax audit for claiming exemptions or deductions 
3. Selective tax audit under Section 142(2A) 


Tax auditor 

Only an accountant as defined in the explanation to Section 288(2) of the Income Tax Act 
can conduct a tax audit under any of the provisions of the act. A person eligible for the 
appointment as auditor of a company under Section 226(2) of the Companies Act, 1956 is 
also included in the definition of accountant. A chartered accountant, to conduct tax audit, 
must however be a practicing chartered accountant holding a certificate of practice as 
required under the Chartered Accountants Act, 1949. 


In the case of companies, the tax audit can be conducted by the statutory auditor or by 
any other chartered accountant in practice. 

The appointment of tax auditor can be made by the management of the organisation. 
Thus, in case of a company, the Board of Directors or the officer so authorised by it can 
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appoint the tax auditor. Similarly, a sole proprietor or a partner of a firm or any other 
authorised person can appoint the tax auditor. 


Compulsory tax audit under Section 44AB 

Since the assessment year 1985-86, certain provisions under Section 44AB of the Income tax 
Act, 1961 was inserted to provide that certain persons have to get compulsory tax audit of 
their accounts. This section provides that every person (a) carrying on business, if his total 
sales or gross receipts in the previous year exceeds Rs. 40 lakhs, or (b) carrying on 
profession, if his gross receipts exceeds Rs. 10 lakhs in the previous year, shall get his 
accounts of the previous year audited by an ‘accountant’ before the ‘specified date’ and 
obtain before that date the report of such audit in the prescribed form duly signed and 
verified by such accountant. ‘Specified date’ means 31st day of December of the assessment 
year, where the assessee is a company and 31st day of October of the assessment year in any 
other case. 

So, unlike statutory audit, tax audit under this section is not confined to company only. 
The approach of tax auditor is similar to that of statutory auditor. He applies the same 
generally accepted principles for conducting audit and can rely on the technique of 
selective verification. However, he is to keep in mind the requirement of Income Tax Act 
and various judicial pronouncements in this area of application. 


Penalty for non-compliance 

Section 271B of the Income tax Act, 1961 prescribes a penalty of a sum equal to 0-5% of the 
total sales or gross receipts, as the case may be, or Rs. 1,00,000, whichever is lower, for a 
person, where he fails to get his accounts audited as per Section 44AB or to furnish such 
report with his return of income. But, if a person can show reasonable cause against his 
failure, no such penalty may be imposed. 


Tax audit report 

The tax auditor is required to express his opinion in the tax audit report about the tax 
computation method adopted by the enterprise. He has to express in his report the 
following: 

1. Whether or not the financial statements give a true and fair view of the profit or loss 
and the state of affairs, if the accounts of the assessee are not subjected to audit under 
any other law 

2. Whether or not the prescribed particulars contained in the statement annexed to the 
audit report are true and correct 

Rule 6G of the Income Tax Rules prescribe the formats in which the auditor has to 

submit his audit report. The various formats are as follows: 


(a) Form 3CA+ 3CD In the case of a person who carries on business or profession and 
who is required under any other law to get his accounts audited, the tax auditor has to give 
his report in Form 3CA and annex with the audit report a statement of particulars in form 
3CD. 


(b) Form 3CB+ 3CD Inthe case of a person who carries on business but whose accounts 
are not audited under any other law, the tax auditor has to give the audit report in Form 
3CB and annex thereto a statement of particulars in Form 3CD. 
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15.9 FORENSIC AUDIT 


Companies (Auditors’ Report) Order, 2003 requires auditors to report, amongst others, 
whether any fraud on or by the company has been noticed or reported during the year. If 
yes, the nature and the amount involved are to be indicated. In this context, the techniques 
of forensic auditing have gained importance. 


Definition 
The term ‘forensic auditing’ has not been defined anywhere. However, since the object is to 


relate the findings of audit by gathering legally tenable evidence and in doing so the 
corporate veil may be lifted to identify the fraud and the persons responsible for it. 


Forensic auditing aims at legal determination of whether fraud has actually occurred. 
In the process, it also aims at naming the person(s) involved with a view to take legal action. 


Forensic audit involves examination of legalities by blending the techniques of 
propriety, regularity and investigative and financial audits. The objective is to find out 
whether or not true business value has been reflected in the financial statements and in the 
course of examination to find whether any fraud has taken place. 


Objectives 


Objective of forensic audit is to find whether or not a fraud has taken place. Forensic audi- 
tor shall have to examine voluminous and in totality, records and witnesses, if permitted by 
law. Proper documentation is vital in substantiating the findings. The outcome shall focus 
on the following, in case of frauds: 


e Proving the loss 

e Proving the responsibility for the loss 
e Proving the method / motive 

e Establishing guilty knowledge 

e Identifying other beneficiaries 


Application 
Forensic accounting and audit may be applied in the following areas besides fraud 
detection: 

e Conducting due diligence especially for segment-wise profitability analysis 

e Business valuation 

e Management auditing 

e Assessing loss before settling insurance claims 


Techniques 

Forensic auditing should focus on significant transactions both as reflected in the financial 
statements and off balance sheet items. The techniques used mainly are as follows: 

1. For financial statement items 


(a) Critical point auditing: This technique aims at filtering out the systems of fraud from 
regular and normal transactions in which they are mixed or concealed. For this purpose, 
financial statements, books, records etc. are analysed mainly to find out the following: 


New Areas of Auditing & 


e Trend-analysis by tabulating significant financial transactions 

e Unusual debits/credits in accounts normally closing to credit/debit balances 
respectively 

e Discrepancies in receivable or payable balances / inventory as evidenced from the 
non-reconciliation between financial records and corresponding subsidiary records 

e Accumulation of debit balances in loosely controlled accounts 


e False credits to boost sales with corresponding debits to non-existent personal 
accounts 


e Cross debits credits and inter account transfers 
e Weaknesses/inadequacies in internal control / check system 


(b) Propriety audit: Propriety auditis conducted by supreme audit institutions to report on 
whether all expenditure sanctioned and incurred are need-based and all revenues due to 
the concern have been realised in time and credited to the account. In conducting the 
propriety audit, ‘value for money audit’ technique aims at lending assurance that economy, 
efficiency and effectiveness have been achieved in the transactions for which expenditure 
has been incurred or revenue collected is usually applied. Financial frauds are results of 
wasteful, unwarranted and unfruitful expenditure or diversion of fund by the investigated 
entity to another entity. 


2. For off-balance sheet transactions There are certain transactions which are neither 
discussed prima facie in the financial statements nor suitable disclosures made. Since these 
are intangible in financial statement, the auditor may not consider these as significant or 
material, no statement/ qualification is normally made in auditor’s report. These may 
encompass the following: 
e Significant purchases/sales of raw materials and/or finished goods with only a 
particular dealer or group companies of such vendor 
e Pattern of consumption of major raw materials / components, indicating excess 
consumption 
e Over/under invoicing for capital goods, raw materials / components or services as 
compared to normal prices for the same 
e Alteration of contractual terms, to pass on otherwise accrued benefit, to holding / 
group companies 
e Diversion of funds through group companies and setting off such debits as 
expenditure in accounts with proper authorisation before closure of accounts to 
avoid detection 
e Cost over-runs in major capital expenditure without corresponding benefit or 
convincing reasons 
e Justification for non-maintenance of certain basic records, on technical grounds, but 
with intention to defraud. 
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LAA Distinction between statutory audit and forensic audit 


Points of difference 
1. Objective 


2. Techniques 


3. Periocovered 


4. Verificatioofassets 


5. Of balanceheettems 


6. Adverséndings 


Statutory audit 


Thebasiabjectivefstatutoraudiisto 
expres@pinioras to the trueandfair 


Forensic audit 


Theobjectivefforensiauditings to 
determineorrectnessf theaccounts 


presentation of financial statements. orwhetheanyfrauchasactuallyaken 


Usuallpoththesubstantivendcompli- 


place. 
Astechniqueef auditinganalysisf 


ance techniques of auditing are adopbegitrendandsubstantiver in-depth 


Normallyall the transactiongor the 


particulaaccountingeriocdarecovered. 


Undethistypeofaudityerificatioofas- 
sets relieson the managemertertifi- 


cate/representation of management. 


Thesétemsareconsidereth voucithe 
arithmetiaccuracandcompliancwith 
procedures. 


In caseof adversdindingsthe auditor 


checkingf selectedransactionare 
adopted. 


Therés nosuchimitatiomthistypeof 
audit.Accountsnaybe examinedn 
detail from the beginning. 


Underthistypeof audit,independent 
verificatioof suspected/selecitems 
are carried out. 


Regularitandproprietgfthesdrans- 
actions/contracts are examined. 


Legal determinatiorof fraud and 


expresses negative or qualified opinioamin@ersonSehingéuchraudsare 


15.10 ENVIRONMENTAL (GREEN) AUDIT 


the results of adverse findings. 


Environmental audit is an excellent management tool for relating productivity to pollution. 
The Environment (Protection) Act, 1986 under the Rule 14 requires an industry to submit 
annual environmental statement by the 30th of September every year, from 1993 onwards, 
to the relevant State Pollution Control Board. Rule 14 is applicable to any industry or 
organisation, which possesses or requires consent or authorisation under Water 
(Prevention & Control of Pollution) Act, 1974, Air (Prevention & Control of Pollution) Act, 
1981 and/or Hazardous Waste (Management & Handling) Rules, 1989. 


Definition 
Environmental audit is the examination of the correctness of environmental accounts. In 
broader sense, environmental auditing is the examination of accounts of revenues and costs 


of environmental and natural resources, their estimate, depreciation and values recorded 
in the books of accounts. 

In the words of N. Rajaraman, “environmental auditing is a series of activities 
undertaken on the initiative of an organisation’s management to evaluate its environmental 
performance”. 
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The International Chamber of Commerce defines environmental auditing “as a basic 
management tool comprising a systematic, documented, periodic and object evaluation of 
how well environmental organisation, management and equipment are performing with 
the aim to safeguard the environment”. 

So, environmental audit is an excellent management tool to assess the activities of an 
industry from a pollution angle and measure the efficiency and the adequacy of control 
measures. 


Objectives 
The following are some of the objectives of environmental auditing: 
e To see that the natural resources are properly utilised 
e To control the costs incurred on procuring the natural resources and to ensure that 
they have been properly classified 
e To see that natural resources have been properly shown in a nation’s balance sheet 
as they are the nation’s valuable assets 


e During production process, when natural resources are utilised, some adverse 
environmental effects are produced and pollution is created. So, the objective of 
such an audit is to see that proper steps are taken to control or to prevent such 
adverse effects like pollution 

e To ensure that the natural resources are utilised for industrial development and for 
national progress 

e To see that proper steps have been taken for maintaining health and welfare of the 
community and also for disposal of harmful wastes and social risks 


Approach 


Establishment of an effective environmental audit programme requires careful planning 
and attentions to the goals and objectives established for the audit programme of each 
company. 

The requirement of environmental audit will undoubtedly vary from one plant to 
another and there is not necessarily any one single approach. In principle, such audits are 
carried out by a small qualified and independent team of experts who would visit a 
particular plant site basically to check on the environment management and performance 
of the plant in question. Since there is a process of self-analysis for the industry, the 
industries themselves can conduct this audit under the guidance of expert professionals. 
Environmental audit software can also assist the industry in performing this task. 

The following steps are required to be followed while approaching towards 
environmental audit: 


Step 1: Preparatory activities The first step is to constitute a multidisciplinary audit 
team having expertise in general environmental matters (policy, regulations, 
environmental management) as well as in specific environmental issues (ecology, 
environmental toxicology, fate and behaviour of potential containment), abatement 
technologies and operational aspects. 


After forming an audit team, the next task is to enable the team to assemble pre-visit 
information. The industry records would contain background information on the nature of 
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the operations and environmental matters relevant to the plant. For example, the 
production details, water cess payable, energy consumption, and raw materials related 
information are available in the industry records. On the basis of information available, the 
audit team will identify the main areas for consideration, develop a visit programmme and 
allocate specific tasks to team members. 

So, preparatory activities related tasks include the following: 


1. Imparting education on environmental audit: Imparting education to management and 
plant personnel on environmental audit is the primary task. To ensure the success of an 
audit programme, support and commitment of the senior management should be obtained. 
Management should realise that environmental audit is one of the very important 
pragmatic tools. 


2. Review of background information: Gathering and reviewing of background information 
relating to the corporate environment as a whole and also awareness of acts and rules, 
consent compliance, performance of pollution control system, solid waste management, 
safety measures etc. is needed. In other words, the objective and scope of environmental 
audit should be unambiguously outlined. 


3. Composition of audit team: Being a multi-disciplinary approach, environmental audit 
depends upon involving right people for the task. The audit team may include engineers 
and technologists, biologists and personnel from other industries doing similar activities. 
Experienced environmental engineer should act as coordinator. 


4. Time frame: Time frame for the audit should be carefully formulated so that all the 
activities are completed within a reasonable time. 


5. Preparing the questionnaire: To conduct the audit, necessary questionnaires and other 
tools should be designed to collect and analyse the relevant information. In other words, 
appropriate audit tools should be designed and tested before the commencement of actual 
audit. 


Step-2: On site visit The key elements of the visit are inspection of the facilities and 
interviews with the employees. The interview includes senior, middle and junior level staff 
of relevant departments. It has been helpful to conduct interviews in accordance with 
protocol before hand, using a flexible checklist. 

The audit studies the process flow sheet and carries out a material balance for water 
and raw material used. Each process is to be broken up into individual sub-processes. The 
quantities and water entering and leaving the process are estimated from 

e the chemical process engineering calculations, 

e the plant records, or 

e actual measurement conducted at the site. 

The objective for preparing material balance is to relate water and raw material usage 
to per unit production. Similarly, air, solid and hazardous wastes generated are also 
estimated for individual processes. The quantities of various types of pollutants, thus 
estimated, are summed overall and the processes to arrive at a figure for pollution is 
generated per unit of each product. Based upon the above, it is possible to detect 
inefficiencies in production processes and undue wastage of raw material and water. 
Therefore, productivity of the industry can be related to pollution generation and resource 
utilisation. 


New Areas of Auditing & 


So, on site activities related tasks include 

e Interviewing site personnel working at various sites 

e Inspecting the site, the operations and the equipments 

e Reviewing safety measures 

e Reviewing operating and administrative records and documents etc. 


As with statutory and cost audit, environmental management also needs a functional 
internal control system. These internal controls are incorporated in a facility’s environmen- 
tal management system. They include the organisational monitoring and record keeping 
procedures, formal planning documents for the prevention and control of accidental 
release, internal inspection programmes, physical controls such as containment of released 
materials and a variety of other control system elements. The audit team gains information 
of all significant control system elements from numerous sources through use of formal 
questionnaires, observations and interviews. 


Step-3: Post-visit activities Post-visit activities related tasks include the following: 
e Identifying and evaluating waste reduction options and develop waste reduction 
action plan 
e Determining potential solutions and preparing recommendations 
e Preparing the interim audit report 
e Assigning the responsibilities for corrective actions and establishing time-scales 
e Implementing corrective actions 
e Conducting follow-up to the corrective actions. 


Based upon the plant visit and the information collected, an interim audit report is 
prepared. A typical environmental audit report contains the following: 


e General information of the industry 

e Water budget, i.e. quantity used in production processes, cooling water, domestic 
water etc. 

e Raw materials balance for processes and consumption per unit produced 

e Air and water pollution generated from various processes 

e Solid and hazardous wastes generated from various processes and disposal tech- 
niques used for them 

e Cost analysis of pollution prevention 

e Future investment for environmental protection and abatement of pollution 


Step-4: Final report preparation Within a short time, the audit team produces an 
interim report for comments by the site management. Recommendation and findings are 
discussed in a group discussion. The final report is then prepared and submitted to the 
industry. 

Stages of environmental audit 

As green consciousness is growing and developing, more companies are beginning to 
evaluate both, its commercial implications and the impact of their operations. The environ- 


mental audit is essentially a management tool. It implies that companies should not wait for 
restrictive legislation to bring about changes. 
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Environmental audit comprises the following stages: 

e Existing legislative requirements, health and safety practices and forthcoming regu- 
latory developments are analysed 

e Internal procedures and external requirements are examined, compared and 
constructed. The implications of external requirements on production processes and 
equipments are assessed and the impact in terms of waste and emission are evalu- 
ated 

e The organisation structure, administration and communication process of the 
company are analysed to determine the extent to which management is informed of 
the environmental impact of the company’s activities. Gaps are identified and 
remedies suggested. 


Environmental audit practice in India 

The development of environmental audit can be traced back to the early 1970s. Oil spill off 
the British South Coast, Bhopal Gas Leak, Chernobyl disaster, pollution of different rivers 
etc. has led to increased concern in industrial environmental management. The United 
States Environmental Protection Agency published their environmental audit policy in 
1986, followed by International Chamber of Commerce booklet on Environmental 
Auditing (1988) and UNEP published their technical report on Environmental Audit. 


In India, recognising the importance of Environmental Audit and its procedure was 
first notified under the Environment (Protection) Act, 1986 by the Ministry of Environment 
of Forests. Under this Act, every person carrying on an industry, operation or process 
requiring consent under Section 25 of the Water (Prevention & Control of Pollution) Act, 
1974 or under Section 21 of the Air (Prevention & Control of Pollution) Act, 1981 or both or 
authorisation under the Hazardous Wastes (Management and Handling) Rule of 1989 
issued under the Hazardous (Protection) Act, 1986 is required to submit an environmental 
audit report. The environmental audit report has been renamed as Environmental 
Statement in 1993. This statement is required to be submitted to the concerned Pollution 
Control Boards. 


The environmental statement should not be treated as a substitute for environmental 
audit, rather as a database for environmental audit. The analysis of the data and necessary 
suggestions for improvement in the environment and efficiency is not outlined in the 
environmental statement. Most of the developed countries like the USA, the UK, Canada, 
Australia etc. have already taken up environmental audit for their corporate sector. As of 
now, any disclosures on the environmental matters in the annual report of an Indian com- 
pany are voluntary in nature. Environmental audit is conducted by a very limited number 
of companies in India. 


15.11 AUDIT COMMITTEE 


Section 292 requires the setting up of an audit committee by every public company having 
a paid-up capital of Rs. 5 crore or more. An audit committee is a committee of the board of 
directors of a company entrusted with the task of overseeing the financial reporting process 
of the company. This committee will consider various issues relating to the audit function 
and review the company’s financial and risk management policies. 
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15.11.1 Requirements Under the Companies Act 


According to Section 292 of the Companies Act, following are the requirements of the audit 
committee: 


The audit committee should consist of not less than three directors, with two-thirds 
of the total strength being other than managing or whole time directors. 


The committee should ensure compliance of internal control systems. 


The committee should have discussions with the auditors periodically about 
internal control systems and the scope of audit including the observations of the 
auditors and review the half-yearly and annual financial statements before 
submission to the Board of Directors. 

The auditors, the internal auditor (if any) and the finance director should attend the 
meetings of the committee but shall not have the right to vote. 

The committee should have the authority to investigate into any relevant matter and 
should have full access to information contained in the records of the company. The 
committee can also seek external professional advice, if required. 


If the Board of Directors does not accept the recommendations of the committee, it 
should record the reasons and communicate such reasons to the shareholders. 

The chairman of the committee should attend the annual general meetings of the 
company to provide any clarification on matters relating to audit. 


15.11.2 Requirements of Listing Agreement 


All entities listed on a stock exchange in India have to set up an audit committee in 
compliance with clause 49 of the listing agreement. The main features of this requirement 
are as follows: 


Composition of the committee 


A qualified and independent audit committee should be set up and should comply with the 
following: 


Audit committee members should have a minimum of three Directors who shall be 
the non-executive directors of the company and two-thirds of them shall be 
independent. 

The chairman of the committee should be an independent director. 

All members of the audit committee should be financially literate and at least one 
member shall have accounting or related financial management expertise. 

The chairman should be present at annual general meeting to answer the 
shareholders’ queries. 

The audit committee should invite such of the executives as it considers appropriate 
to be present at the meeting of the committee, but on occasions it may also meet 
without the presence of any executives of the company. 


Meeting of the committee 

It has been stipulated that the audit committee should meet at least four times in a year, 
with a gap of not more than four months as against earlier requirement of three meetings, 
one in every six months and one at the time of accounts finalisation. 
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Powers of the audit committee 


The audit committee should have sufficient powers in discharging its duties effectively 
including the following: 


e To investigate any activity within its terms of reference 


e To obtain outside legal or other professional advice 


e To seek information from any employee 


e To secure attendance of outsiders with relevant expertise, if required 


Functions of audit committee 
The audit committee should perform the following functions: 


1. 


10. 


Oversight of the company’s financial reporting process and the disclosure of its 
financial information to ensure that the financial statements are correct, sufficient 
and credible 


Recommending the appointment and removal of external auditor, fixation of audit 
fee and also approval for payment for any other services 


Reviewing with management the annual financial statements before submission to 
the Board, focussing mainly on the following: 


e Any changes in accounting policies and practices 

e Major accounting entries based on exercise of judgment by management 

e Qualifications in draft audit report 

e Significant adjustments arising out of audit 

e The going concern assumption 

e Compliance with accounting standards 

e Compliance with stock exchange requirements and legal requirements 

concerning financial statements 

e Any related party transactions 
Reviewing with the management and the external and internal auditors, the 
adequacy of internal control system 
Reviewing the adequacy of internal audit function, including the structure of 
internal audit department and frequency of internal audit 
Discussion with the internal auditors on any significant findings and follow-up 
there on 
Reviewing the findings of any internal investigations by the internal auditors into 
matters where there is suspected fraud or irregularity or a failure of internal control 
systems of a material nature and reporting the matter to the Board 
Discussion with external auditors before the commencement of audit about the 
nature and scope of audit as well as post-audit discussion to ascertain any area of 
concern 
Reviewing the company’s financial and risk management policies 
Looking into the reasons for substantial defaults in the payment to depositors, 
debenture-holders, shareholders and creditors 
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Audit committee has been entrusted with the additional responsibility of the 
compulsory review of the following- 

e Management discussion and analysis 

e Statement of significant related party transactions 

e Management letter issued by the statutory auditors 

e Reports of the internal auditor in the matter of internal control weaknesses 

e Appointment/removal/terms of remuneration of chief internal auditor. 


15.12 ACCOUNTING STANDARDS 


Concept 

Accounting standards are the written policy documents issued by the government or other 
regulatory body or expert institute covering various aspects of recognition, measurement, 
treatment, presentation and disclosure of accounting transaction in the financial state- 
ments. 

Companies (Amendment) Act, 1999 has inserted new Sub-section (3C) in Section 211 
which defines “accounting standards to mean standards of accounting recommended by 
the Institute of Chartered Accountants of India, constituted under the Chartered 
Accountants Act, 1949, as may be prescribed by the central government in consultation 
with the National Advisory Committee on accounting standards established under Section 
415(1)”. 

All over the world, accounting standards are drafted, framed and implemented by 
professional accounting bodies. While accounting standards in India are framed by 
Accounting Standard Board of the Institute of Chartered Accountants of India, 
International Accounting Standards (IAS) are pronounced by the International Accounting 
Standard Committee comprised of representatives of member institutes of professional 
accountants. 


Objective/Importance 

The objective of accounting standards is to standardise the diverse accounting policies and 
practices with a view to eliminate, to the extent possible, the non-comparability of financial 
information and to produce reliable accounting statements acceptable in the country. 

The use of accounting standards is well established and no one can deny the 
importance of accounting standards. It is utmost necessary that these statements are 
compiled on the basis of accounting standards. Legislative attempts have been made to 
have accounting standards prescribed under different statutes. For example, Companies 
(Amendment) Act, 1999 lay down prescribing accounting standards. 

The globalisation of business, promotion of external trade, internationalisation of 
financial institutions etc. necessitated the development of accounting standards. So the 
importance of accounting standards can be described in the following way: 


1. Globalisation of business Business is a global entity in these days. Multinational 
companies are working in different countries with different currency, rules and accounting 
practices. If every country is allowed to follow its own practice, external trade cannot 
flourish. A lot of confusion will be created. The smooth and fair flow of the global business 
needs international accounting standards. 
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2. Uniform presentation of accounts Financial accounting is not a very exact science. 
To some extent it is the subject of interpretation. The presence of different concepts, 
conventions, customs, traditions and practices created confusion and checked free, fair and 
smooth flow of financial activities. It necessitated uniformity in the concepts, conventions 
and practices. 


3. Removal of ambiguity Accounting is one of the important parts of business 
activities. It does not show the actual financial status of the business by indicating net profit 
or loss only, but it also forecasts the future trend of the business. But certain accounting 
terms and practices are ambiguous and confusing, e.g. valuation of stock, methods of 
depreciation etc. Accounting standards are needed to remove these different types of 


ambiguity. 
4. Prevention of accounting scandals Ambiguity, confusion and inexactness in the 
meaning of accounting terminology generate accounting scandals leading to the failure of 


the business. As such, standardisation of accounting terminology is necessary for prevent- 
ing misuse of accounting terminology. 


5. Internationalisation of financial institutions In these days banks and financial 
institutions have assumed global status. Their activities are not restricted within their coun- 
tries alone. Banks have got their branches in the foreign countries also. The successful im- 
plementation of these activities needed that the financial accounting must be standardised 
internationally. 


Accounting standards and the auditor 

While discharging their attest function, the auditors are required to ensure that the 
accounting standards issued and made mandatory by the Institute of Chartered 
Accountants of India are implemented in the presentation of financial statements covered 
by their audit reports. In the event of any deviation from the standards it will also be their 
duty to make adequate disclosure in their reports so that the users of the financial 
statements are made aware of such deviations. 

According to amendment made in Section 227 of the Companies Act, 1999 additional 
duties has been given to the auditors to state in their reports whether in their opinion, the 
profit and loss account and the balance sheet comply with the accounting standards 
provided in Section 211 (3C) and also the reasons for any adverse comments or 
qualifications in this regard. 


15.13 AUDITING AND ASSURANCE STANDARDS 


Concept 

In India the Institute of Chartered Accountants of India issues the auditing procedures / 
practices and these are called Auditing and Assurance Standards (AAS), previously known 
as Standard Auditing Practices (SAP). The AAS will apply whenever an independent audit 
is carried out; that is, in the independent examination of financial information of any entity, 
whether profit oriented or not and irrespective of its size or legal form when such an 
examination is conducted with a view to express an opinion thereon. 
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In fact, AAS are the benchmarks by which the quality of audit performance can be 
measured and the achievement of objectives can be documented. By using standards an 
auditor can determine the professional qualities necessary for effective audit performance. 
In simple words, AAS are auditing standards which prescribe the way the auditing should 
be conducted. 


Objectives / Importance 

AAS refer to general guidelines given by the professional bodies of accountants for 
conducting audit. They indicate principles and techniques of auditing to be followed by the 
auditors while conducting audit in different audit environment. Based on the collective 
deliberations and views, the professional bodies prescribe principles and techniques of 
auditing. The aims of prescribing these guidelines are to ensure sound and effective 
auditing practices. 

Various professional bodies of accountants in different countries have issued 
pronouncements on accepted auditing practices for the guidance of their members. These 
pronouncements on auditing practices relate not only to financial audit but also other types 
of audit namely propriety audit, internal audit, peer review etc. In India the Institute of 
Chartered Accountants of India has been issuing a series of statements of AAS on 
independent financial audit. 


So, the importance of AAS can be outlined in the following way: 


1. Codification of auditing practices These professional pronouncements attempt to 
codify the auditing practices expected to be applied while conducting audit. 


2. Ensure effective auditing practices These professional principles and techniques of 
auditing are generally accepted as standard. The objective of prescribing these guidelines is 
to ensure sound and effective auditing practices. 


3. Guidance to the auditor These standards refer to general guidelines given by the 
professional bodies of accountants for conducting audit. They indicate the principles and 
techniques of auditing to be followed by the auditors while conducting audit. 


4. Uniform presentation of accounts Auditing is not a very exact science. To some 
extent it is the subject of interpretation. The presence of different concepts, conventions, 
customs, traditions and practices created confusion and checked free, fair and smooth flow 
of auditing activities. It necessitated uniformity in the concepts, conventions and practices. 


5. Prevention of accounting scandals Ambiguity, confusion and inexactness in the 
meaning and interpretation of auditing terminology generate accounting scandals leading 
to the failure of the business. As such, standardisation of auditing terminology is necessary 
for preventing misuse of auditing terminology. 


AAS and the auditor 


It is the duty of the auditor to ensure that the audit is conducted in accordance with AAS 
and if there is any material departure from the standards, the auditor should report 
thereon. The auditor becomes liable to the disciplinary preceding of the Institute of 
Chartered Accountants of India under Clause (9) of Part I of Second Schedule to the 
Chartered Accountants Act, 1949. 


} Auditing: Principles and Techniques 


The auditors in their audit report have to mention that they have conducted the audit in 
accordance with the “generally accepted auditing standards”. The generally accepted 
auditing standards in Indian context means the Auditing and Assurance Standards as 
issued by the Institute of Chartered Accountants of India. 


POINTS TO PONDER 


e Auditing is a multidimensional subject. The scope of auditing is not only restricted to 
financial audit under the Companies Act. The purpose of audit has been extended to cost 
accounts, managerial policies, operational efficiencies, system applications, social 
implications of business and environmental aspects too. 

e Cost audit is an audit process for verifying the cost of production of any article, on the 
basis of accounts as regards utilisation of materials or labour or other items of costs 
maintained by the company. The basic objective of cot audit is to detect any error or fraud, 
which might have been done intentionally and to report to appropriate authority as to the 
state of cost affairs of the organisation. But it introduces duplication of work because large 
area of working of financial and cost audit are common and the cost secrecy cannot be 
maintained. 

e Efficiency audit provide the means to appraise the performance of the enterprise and 
diagnose the weaknesses of the enterprise. It mainly looks into operational and financial 
performance and overall performance of a business. Hence, efficiency audit is also known 
as performance audit. 


e Propriety audit is defined as an appraisal of rightness of executive actions and plans. In 
propriety audit waste and misuse of assets and frauds are detected. So, guilty persons can 
be punished. 

e Management audit is an audit to examine, review and appraise the various policies and 
functions of the management on the basis of certain standards. It attempts to evaluate the 
performance of various management processes of an organisation. The basic objective of 
management audit is to assist all levels of management through constant watch of 
operation and to recommend changes in the management policies and procedures for 
better future. 

e Human resource audit is the examination of the human asset figure that appears in the 
balance sheet through checking, inspecting and appraising various facts and figures, 
which are based on the estimated value of human assets. As the concept of audit under 
this name has not attained much popularity and its use is not found so far widely in 
organisations, the auditor may be put into dilemma as to the course of action to be 
followed for the purpose of this audit. 

e Operational audit is a systematic independent appraisal activity within an organisation 
for a review of the entire departmental operations as a service to management. The basic 
objective of this audit is to appraise the different control techniques used by the 
organisation for the satisfactory completion of the operations. 

e Forecast audit may be defined as a critical examination and review of the forecasts of 
profit, sales and cash flow of the organisation made by the management for the 


p 
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understanding of all concerned interested in the affairs of the business by applying ) 
reasonable care, skill and judgment. 


Social audit is the assessment of the performance of an industry as a whole towards the 
fulfillment of social obligations. It is a very new and growing area of audit. The basic 
objective of social audit is to verify the assets shown in the social balance sheet and check 
their values. 

Tax audit refers to the audit of income and expenses or specific claims of deductions and 
exemptions that are required to be computed as per the provisions of the Income Tax Act. 
Tax audit is a specific requirement under the Income Tax Act. It is required in addition to 
financial audit, which does not fulfill the specific requirements of the tax authority. 
Forensic audit involves examination of legalities by blending the techniques of propriety, 
regularity and investigative and financial audit. The objective of this audit is to find out 
whether or not true business value has been reflected in the financial statements and in the 
course of examination to find out whether any fraud has taken place. 


Environmental audit is the examination of the correctness of environmental accounts. It is 
the examination of accounts of revenues and costs of environmental and natural 
resources, their estimate, depreciation and values recorded in the books of accounts. 

As of now, any disclosures on environmental matters in the annual report of an Indian 
company are voluntary in nature. Environmental audit is conducted by a very limited 
number of companies in India. 

Section 292 requires the setting up of an audit committee by every public company having 
a paid up capital of rupees five crore or more. An audit committee is a committee of the 
board of directors of a company entrusted with the task of overseeing the financial 
reporting process of the company. All entities listed on a stock exchange in India have to 
set up an audit committee in compliance with clause 49 of the listing agreement. The main 
function of the audit committee is to oversight the company’s financial reporting process 
and disclosure of its financial information to ensure that the financial statements are 
correct, sufficient and credible. 


Accounting standards are the written policy documents issued by the government or 
other regularity body or expert institute covering various aspects of recognition, 
measurement, treatment, presentation and disclosure of accounting transactions in the 
financial statements. Accounting standards in India are framed by Accounting Standard 
Board of the Institute of Chartered Accountants of India. 

In India the Institute of Chartered Accountants of India issues the auditing practices and 
these are called Auditing and Assurance Standards. In fact, Auditing and Assurance 
Standards are the benchmarks by which the quality of audit performance can be 
measured and the achievement of the objectives can be documented. It is the duty of the 
auditor to ensure that the audit is conducted in accordance with the requirements of 
theses standards and if there are any deviations from the standards, the auditor should 
report thereon. J 
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REVIEW QUESTIONS 


Short-answer Questions 


— 


we AND FPF WN 


— 
S 


Define ‘propriety’ audit. What are its objectives? 

Define ‘efficiency’ audit. What are its objectives? 

Who can conduct cost audit under the Companies Act, 1956? 
Do you justify the introduction of social audit in India? 
What is tax audit? Who can be appointed as tax auditor? 
Write short notes on compulsory tax audit. 

What do you mean by human resource audit? 

Define performance audit. What is its importance? 

What are the contents of cost audit report? 

Define operational audits. What are its objectives? 


Essay-type Questions 


1. 


What is social audit? Give your views on the objectives of social audit. Discuss the position of 
social audit in Indian scenario? 

Define ‘propriety audit’. Distinguish between traditional audit and propriety audit. What 
are the benefits of propriety audit? Is there any provision for such audit in case of companies 
under the Companies Act, 1956? 

Discuss the concept and objective of cost audit. What are the advantages of cost audit from 
the viewpoint of the management? Distinguish between cost audit and management audit. 
What is management audit? State the uses, limitations and importance of management 
audit. 

Define human resource audit. State its advantages and limitations. How does it differ from 
human resource accounting? 
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16.1 INTRODUCTION 


The ‘code of conduct’ is essentially a set of professional ethical standards regulating the 
relationship of chartered accountants with their clients, employers, employees, fellow 
members of the group and the public in general. According to the International Federation 
of Accountants, the ethical requirements of any accountancy body should be based on 
integrity, objectivity, independence, confidentiality, high technical standards, professional 
competence and above all on ethical behaviour. The Chartered Accountants Act, 1949 and 
the Schedules to the Act set out the acceptance forms of behaviour of the members of the 
profession. 

The conduct of the chartered accountants is judged under provisions contained in the 
Chartered Accountants Act, 1949 and the Schedules thereto, setting out different forms of 
behaviour, which would constitute professional and other misconducts under the Act. 


16.2 MEANING OF PROFESSIONAL ETHICS 


The term ‘ethics’ refers to the moral principles. It gives rise to certain standard of conduct of 
behaviour, based on moral foundation. ‘Professional ethics’ are those moral standards of 
conduct for the members of a profession. 

The code of conduct of the Institute of Chartered Accountants of India defines 
professional ethics of a chartered accountant as “his behaviour with their clients, 
employers, employees, fellow members of the group and the public as a whole”. 


16.3 MEANING OF PROFESSIONAL MISCONDUCT 


The term ‘professional misconduct’ has been defined in Section 22 of the Chartered 
Accountants Act, 1949 as follows: 

“Professional misconduct shall be deemed to include any act or omission specified in 
any of the schedules, but nothing in this section shall be construed to limit or abridge in any 
way the power conferred or duty cast on the council under Section 21(1) to enquire into the 
conduct of any member of the institute under any other circumstances.” 


16.4 SCHEDULES TO THE CHARTERED ACCOUNTANTS ACT, 1949 
RELATING TO PROFESSIONAL MISCONDUCT 


There are two schedules to the Chartered Accountants Act, listing instances of professional 
misconduct. The first schedule, which has three parts, contains instances of professional 
misconduct, which are adjudicated by the council of the ICAI. The second schedule has two 
parts that requires action of the High Court. 
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16.4.1 The First Schedule 
Part I 


Professional misconduct in relation to chartered accountants in practice 


A Chartered Accountant in practice shall be deemed to be guilty of professional 
misconduct, if he does the following: 


Clause 1: Allows others to practice in his name This clause prevents unqualified 
persons from practicing in the name of qualified chartered accountants. Only a qualified 
partner or a qualified employee of a practicing chartered accountant can practice in his 
name. 


Clause 2: Pays or allows to pay profit on his profession to persons other than 
CA According to this clause, no commission, no brokerage or fees can be paid to third 
parties nor the profits of his profession can be shared with the persons other than CA. 


Example 

Fact 

Mr. A, a practicing chartered accountant, has accepted the assignment of preparing a project report 
for a chemical factory jointly with a chemical engineer. 

Legal view 

As per Clause 2 of the First Schedule (Part-I) of the Chartered Accountants Act, 1949 a chartered 
accountant cannot share the fees of his professional activities with a person other than a member of 
the Institute. 

In the above case, Mr. A will be held guilty of professional misconduct, if he shares the fee for the 
preparation of the project report of the chemical factory. However, he will not be held guilty of 
professional misconduct if in the joint assignment with that chemical engineer, his extent of 
responsibility is specific and his professional fee is separate. 


Clause 3: Accepts or agrees to accept profit of profession from persons other than 
CA This clause states that a chartered accountant in practice cannot share the profits of 
persons belonging to other professions, (e.g.) lawyer, auctioneer, broker or other agents, 
who is not a member of the institute. 


Example 

Fact 

Mr. B, achartered accountant in practice, and a lawyer agree to pay to each other 10% of the gross 
fees received by them from clients referred to each by the other. It is also agreed that both of them 
will maintain a record in respect of such clients and the accounts will be settled at the end of the 
financial year. 

Legal view 

As per Clause 3 of the First Schedule (Part-l) of the Chartered Accountants Act, 1949 the chartered 
accountant is guilty of professional misconduct as he agreed to receive a share in the profits of a 
person who is not a member of the ICAI. 


Clause 4: Enters into partnership with a person other than a CA in practice 
According to this clause, a practicing chartered accountant can take another person as a 
partner only if he fulfills any of the following criteria: 
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(a) He is a chartered accountant in practice. 

(b) He resides outside India, but in spite of his residence abroad is entitled to be 
registered as a member. 

(c) His qualifications are recognised by the central government or the council of the 
Institute for the purpose of permitting such partnership. 

(d) He shares the fees and profits of the profession both in and outside India. 


Example 

Fact 

Mr. C, a chartered accountant in practice, enters into a partnership with a non-chartered 
accountant. However, the firm does not undertake any professional assignment and is dissolved 
after a few months. 

Legal view 

According to Clause 4 of the First Schedule (Part- |) of the Chartered Accountants Act, 1949 Mr. C 
is guilty of professional misconduct, because a chartered accountant is restricted to enter into 
professional partnerships with non-chartered accountants. It is immaterial whether any 
professional assignment has been undertaken or not. 


Clause 5: Secures any professional business through the services of a person not 
qualified to be his partner This clause prohibits a member to procure professional busi- 
ness through third parties or through such means and practices as are not opened to him. 
The purpose of this clause is to impose check on ugly competition amongst the chartered 
accountants in practice, thereby lowering the dignity of the profession. 


Clause 6: Solicits clients by circular, advertisement, personal communication or 
interview or by any other means This clause bans all forms of canvassing for profes- 
sional work by a chartered accountant in practice, including issue of circulars, advertise- 
ments or personal communication or through interviews. He should secure and retain 
clients by his own skill and intelligence. 


Example 
Fact 


Mr. D, a chartered accountant in practice, responds to an advertisement released by a private 
company in a newspaper inviting applications for appointment as auditors. 


Legal view 


As per Clause 6 of the First Schedule (Part-I) of the Chartered Accountants Act, 1949 Mr. D is guilty 
of professional misconduct. A chartered accountant in practice cannot respond to advertisements 
inviting applications for appointment as auditors unless the same is sought by certain specified in- 
stitutions like central government regulated institutions, World bank or the audit services are to be 
provided abroad. 


Clause 7: Advertises his professional attainment or services or uses any 
designation other than CA on professional documents, visiting cards, letter heads 
or signboard, unless it is a degree recognised by the central government or by the 
Council of the Institute This clause prohibits a chartered accountant in practice to 
publicise his professional attainment in any manner. 


Professional Ethics and Misconduct Q 
Example 

Fact 

Mr. E, who recently started his practice, has put up a signboard outside his office describing himself 
as a “Chartered Accountant and Management Consultant”. 

Legal view 

As per Clause 7 of the First Schedule (Part-I) of Chartered Accountants Act, 1949 a chartered 
accountant in practice is not allowed to use any designation other than “Chartered Accountant’. 

In the above case, Mr. E has violated the provision of this clause by describing himself on his office 
signboard as “Chartered Accountant and Management Consultant”. Hence, Mr. E will be held guilty 
of professional misconduct. 


In the above case, Mr. E will be held guilty of professional misconduct, as he has related his 
professional fees to the valuation of the business goodwill. 


Clause 8: Accepts audit work without intimating the ex-auditor In act, this clause 
serves as a safeguard for the new auditors. It enables them to know well in advance the 
circumstances, which have led to his appointment, and retirement of the existing auditor. 


Example 

Fact 

Mr. F, a practicing chartered accountant, has been appointed as the auditor of a company for the 
first time. He accepts the assignment without communicating with the retiring auditor. 

Legal view 

Clause 8 of the First Schedule (Part-I) of the Chartered Accountants Act, 1949 requires an auditor 
to communicate with the retiring auditor, before accepting a position as auditor. 


More than being a matter of courtesy, this communication will enable the newly appointed auditor to 
know whether it will be justified for him to accept this assignment. Communication with the previous 
auditor will also enable him to know whether there is any under-cutting of fees in which case he 
should also refuse to accept the assignment. So, in the above case, Mr. F has not communicated 
with the retiring auditor of the company in which he is appointed as auditor. So, he will be held guilty 
of professional misconduct. 


Clause 9: Accepts jobs without maintaining legal provisions regarding 
appointment of auditors of the Companies Act This clause states that an auditor 
should ascertain first whether his appointment is in order or not. Only then, he should 
accept the appointment. Sections 224 and 225 of the Companies Act provide the required 
provisions for the appointment of company auditor. 


Example 

Fact 

Mr. G, a chartered accountant in practice, accepts the audit of a company on the basis of an 
ordinary resolution passed at the annual general meeting of the company. The company attracts 
the provisions of Section 224A of the Companies Act, 1956. 

Legal view 

Section 224A of the Companies Act, 1956, requires that in the case of a company in which not less 
than 25 per cent of the subscribed share capital is held by certain specified institutions, the 
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appointment or re-appointment of the auditor shall be made by a special resolution. In the above 
case, therefore, the appointment is not valid. The chartered accountant, i.e. Mr. G is guilty of 
professional misconduct for not having ascertained compliance with Section 224A as per Clause 9 
of the First Schedule (Part-l) of the Chartered Accountants Act, 1949. 


Clause 10: Charges or accepts fees on a percentage basis of profit or which are 
contingent upon the findings or results According to this clause, the basis of 
calculation of professional fees should not be related to the profits or results of an 
assignment except in cases permitted under any regulations made under this act. The basis 
should be related to time, skills and responsibilities involved in the assignment. 


Example 

Fact 

Mr. H, a practicing chartered accountant, who is appointed to value the goodwill of a running 
business for the purpose of its takeover, charged his fees on the basis of a predetermined 
percentage of the value of goodwill. 

Legal view 

Clause 10 of the First Schedule (Part-I) of the Chartered Accountants Act, 1949 restrains a chartered 
accountant from charging fees contingent upon his findings. This clause has been included, as the 
professional fees of a chartered accountant should always be based on time, skill and the 
responsibilities involved in the assignment. It helps in maintaining the dignity of the profession. 

In the above case, Mr. H will be held guilty of professional misconduct, as he has related his 
professional fees to the valuation of the business goodwill. 


Clause 11: Engages himself in any occupation without permission This clause 
prohibits a chartered accountant to engage himself in any trade or business other than that 
of a chartered accountant. It helps in maintaining the dignity of the profession. 

However, Regulation 191 of the Chartered Accountants Regulations (1988) allows a 
chartered accountant in practice to act, subject to the control of the council, as a liquidator, 
trustee, executor, administrator, arbitrator, receiver, adviser or representative for costing, 
financial or taxation matters. 


Apart from the above regulation, the general and the specific regulation of the council 
of the Institute of Chartered Accountants of India have specified the activities in which a 
chartered accountant can engage himself. 

The following is the list of occupations covered by the general resolutions, where no 
prior permission is required to be obtained from the council of the Institute: 

1. Employment under chartered accountants in practice or firm of chartered 

accountants. 
2. Private tutorship 
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Authorship of books and articles 


4. Holding of life insurance agency license for the purpose of getting only renewal 
commission 


5. Attending classes and appearing for any examination 
6. Holding of public elected offices such as that of MP, MLA, etc. 
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Honorary office-bearership of charitable, educational or other non-commercial 
organisation 

Part-time tutorship under the coaching centres of the Institute 

Evaluation of papers, acting as paper-setter, head-examiner or a moderator for any 
examination 


. Editorship of professional journal 
. Acting as Public notary, Justice of peace and the like 
. Acting as surveyor or loss assessor under the Insurance Act, 1938 


Apart from the above, the following is the list of occupations covered by specific 
resolution, where prior approval is required to be obtained from the Council of the 
Institute: 


1. 


10. 


Full-time or part-time employment in business concerns provided that the member 
or his relatives do not hold substantial interest in such a concern 

Full-time or part-time employments in non-business concerns 

Office of the Managing Director or a full-time Director of a body corporate within 
the meaning of the Companies Act, 1956 provided that the member or his relatives 
do not hold a substantial interest in such a concern 

Interest in family business concerns or concerns in which interest has been acquired 
as a result of relationship and in the management of which no active part is taken 
Interest in agricultural and allied activities carried on with the help, if required, of 
hired labour 

Interest in any educational institution 

Part-time or full time lectureship for courses other than those relating to the 
institutes examination conducted under the auspices of the institute or the regional 
councils or their branches 

Part-time or full-time tutorship under any educational institution other than the 
coaching centre of the Institute 

Editorship of journals other than professional journals 

Any other business or occupation for which the executive committee considers that 
permission may be granted. 


Example 


Fact 


Mr. |, a practicing chartered accountant and part-time lecturer of a college, has accepted a joint 
authorship of a book on Cost and Management Accounting along with a colleague who is a cost 
accountant. 

Legal view 

Clause 11 of the 1st Schedule of the Chartered Accountants Act, 1949 prohibits a practicing 
chartered accountant to engage in any business or occupation other than the profession of char- 
tered accountancy. However, there are some occupations, which do not affect the dignity of a char- 
tered accountant, which are included in the general resolution as well as in the special resolution of 
the Council of the Institute of Chartered Accountants. 
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In the above case, Mr. | will not be held guilty of professional misconduct if he has already taken 
prior permission for part-time lectureship in college from the Institute. He is not required to take prior 
permission for co-authorship of book. It is important to note in this regard that the general resolution 
is in fact silent about co-authorship. But it is implied from the spirit of the resolutions that co- 
authorship with another dignified member of the society will not tarnish the image of a chartered 
accountant. 


Clause 12: Accepts work as to constitute undercutting of fees This clause prohibits 
a chartered accountant to undertake an audit assignment at terms which are lower than 
those offered by another chartered accountant in practice, provided there is no change in 
the workload and the degree of skill and responsibility involved. The purpose of this clause 
is to avoid competition among the members of the Institute. 


Clause 13: Allows others not being a member of the Institute or a member not 
being his partner to sign on his behalf or on behalf of his firm According to this 
clause, a chartered accountant in practice cannot allow anyone except his partner to sign 
financial statements on his behalf or on behalf of his firm. 


Part II 
Professional misconduct in relation to members of the Institute in service 
A member of the Institute (other than a member in practice) shall be deemed to be guilty of 
professional misconduct, if he 
(a) pays or allows to pay any person any share in the emoluments of his employment 
(b) accepts or agrees to accept any part of fees or gain from a lawyer, a chartered 
accountant or broker engaged by such employer by way of commission or 
gratification 
(c) discloses confidential information except as and when required by law or except as 
permitted by the employer. 


Part IIT 
Professional misconduct in relation to the members of the Institute in general 
A member of the Institute, whether in practice or not, shall be deemed to be guilty of 
professional misconduct, if he 

(a) includes in any statement, return or form to be submitted to the council any 

particulars knowing them to be false 
(b) not being fellow styles himself as a fellow 
(c) does not provide information as required by the council. 


Example 

Fact 

Mr. J, a chartered accountant, in an application submitted by his articles clerk to the council of ICAI 
for permission to pursue another course, confirms that the normal working hours of his office are 
from 10.30 am to 5.30 pm and hours during which the articles clerk is required to attend the classes 
are from 6 am to 9.40 am. However, the articles clerk attends the classes from 10 am to 3 pm on all 
weekdays for one year. 
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Legal view 


Since the application seeking permission submitted to ICAI contains false information, the 
chartered accountant is guilty of professional misconduct. 


16.4.2 The Second Schedule 


Part I 

Professional misconduct in relation to Chartered Accountants in practice 
requiring action by a High Court 

A chartered accountant in practice shall be deemed to be guilty of professional misconduct, 
if he does the following: 


Clause 1: Discloses information about the client without his consent or otherwise 
than as required by any law This clause prohibits an auditor to disclose any 
information regarding the affairs of his client to a third party, except with the consent of his 
client or as required by law. 


Example 

Fact 

Mr. K, a chartered accountant in practice, becomes aware of the components of the product 
produced by a company during the course of his audit. He describes the same in detail to another 
company in which he is also conducting audit, without knowing the fact that the said company would 
take the advantage of this information. He is, however, aware that the former company has taken 
great pains to keep its product contents a top secret. 

Legal view 

According to Clause 1 of the Second Schedule (Part-1) of the Chartered Accountants Act, 1949 an 
auditor cannot disclose any information regarding the affairs of his client to a third party except with 
the consent of his client. So, Mr. K is guilty of professional misconduct for divulging information 
regarding his clients business without the consent of the client. 


Clause 2: Certifies or submits report on financial statement without audit 
According to this clause, a chartered accountant in practice cannot sign reports on financial 
statements or accounts examined by outsiders. He can, however, certify the statements 
examined by another chartered accountant in practice. This exception is necessary to enable 
two or more firms of chartered accountants to conduct joint audit. 


Clause 3: Certifies an estimate of earnings contingent upon future transactions 
This clause prohibits a chartered accountant in practice to certify the accuracy of a state- 
ment showing forecasted earnings. However, he can render assistance in the preparation of 
forecasted cash flows, budgets or similar statements. 


Clause 4: Expresses opinion on financial statement of any business in which he has 
substantial interest, without disclosing it This clause imposes restrictions on the 
chartered accountant to express his opinion on financial statements of any business in 
which he is directly or indirectly interested. If he does so, he must also disclose about his 
interest in his report. 
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Example 

Fact 

Mr. L, a chartered accountant in practice, accepts tax audit of a concern in which he is a Director. 

Legal view 

Mr. L is guilty of professional misconduct. The Companies Act disqualifies a chartered accountant 
from acting as auditor of a company of which he is a director. Though this provision is not applicable 
to tax audit, the council of the ICAI has opined that this restriction should be applied to all kinds of 
audit. 


Clause 5: Fails to disclose any material fact known to him, which is not disclosed 
in financial statement According to this clause, a chartered accountant is expected to 
disclose in his report any material fact, which is known to him, but has not been disclosed in 
the financial statement in order to safeguard the interest of the public. 


Clause 6: Fails to report on any material misstatement known to him to appear in 
a financial statement This clause in fact is complementary to the above Clause 5. In 
addition to disclose of any omission of a material fact from the financial statement, the 
auditor should also report a material mis-statement contained therein. 


Clause 7: Is grossly negligent in the conduct of his professional duties According 
to this clause, a chartered accountant is expected to show his skill and expertise so much as 
is expected from a man of his caliber and status. The gross negligence on his part means 
utter carelessness. What constitutes gross negligence is a matter of the actual circumstances 
of the individual case. 


Clause 8: Fails to obtain sufficient information to warrant the expression of an 
opinion This clause prohibits a chartered accountant to express an opinion on the 
financial statement unless he is able to obtain sufficient evidence in this regard. The clause 
also requires the auditor to express a negative opinion if the qualifications in his report are 
so material as to render a positive opinion on the true and fair nature of the financial 
statements meaningless. 


Clause 9: Fails to invite attention to any material deviation from the generally 
accepted procedures of audit This clause requires that an auditor should follow the 
normal procedure of audit. If he has departed from it, he must state the fact in his report. 


Clause 10: Fails to keep money of the client in a separate banking account or to use 
such money for the intended purposes According to this clause, an auditor should not 
misuse the money deposited to him by his clients for some specific purposes. If he misuses 
it, it will amount to breach of trust. 


Part II 
Professional misconduct in relation to members of the Institute in general 
requiring action by a High Court 
A member of the Institute, whether in practice or not, shall be deemed to be guilty of 
professional misconduct, if: 

(a) He contravenes any of the provisions of the Act or the regulations made thereunder 
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(b) He is guilty of such other act or omission as may be specified by the council by noti- 
fication in the gazette of India. 


Example 

Fact 

Mr. M, a practicing chartered accountant, does not maintain any record of his professional receipts. 
Legal view 

Here, Mr. M is guilty of professional misconduct. As per a notification of the council of the ICAI, a 
chartered accountant in practice is required to maintain proper books of account in respect of his 
professional practice. 


16.5 ENQUIRY INTO CHARGES OF MISCONDUCT 
OF CHARTERED ACCOUNTANTS 


Section 21 of the Chartered Accountants Act, 1949 lays down the procedure of enquiry 
relating to the professional misconduct of chartered accountants. It has been summarised 
as follows: 


1. Initial processing of complaint or information 

On receipt of information by, or a complaint made, the council of the Institute considers 
whether there is a prima facie case against the member concerned for any professional or 
other misconduct. 

The member against whom the complaint has been lodged, may, within 14 days of the 
service of the copy of complaint to him or within such time as extended by the authority, 
make a written statement in his defense. If the council is of the view that a prima facie case 
exists, it shall refer the case to the disciplinary committee. However, if there does not exist 
any prima facie case against the respondent, the complainant and the respondent are 
informed accordingly. 


2. Inquiry by disciplinary committee 

The disciplinary committee holds an inquiry in all matters referred to it by the council, in 
such manner as may be prescribed. The respondent can defend himself before the 
committee either in person or through a legal practitioner or through any other member. 
Thereafter, the committee shall submit the report of the result of its enquiry to the council of 
the institute. 


3. Consideration of the report by the council 

The report of the disciplinary committee is considered by the council along with the written 
presentation, if any, made by the member. The council, if necessary, refers the matter again 
to the disciplinary committee for its further enquiry and report. If the council finds from the 
report of the committee that the member is not guilty of misconduct, its findings are 
recorded accordingly and the case is terminated. But, if the council finds that the member is 
guilty, it issues a notice to the concerned member asking him to state why a disciplinary 
action should not be taken against him. 
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4. Action taken 

If the council finds that the member is guilty of professional misconduct specified in the 
first schedule, the member is given an opportunity of being heard and may thereafter be 
either reprimanded or his name be removed from the register of members for not exceeding 
five years by the council. If the council decides that the misconduct is such that the 
member’s name should be excluded from the register of members for a period exceeding 
five years or permanently, it has to forward the case to the High Court with its 
recommendation thereof. 

But, if the misconduct of a member is such that it does not fall within the scope of the 
first schedule to the act, the council must refer the case to the high court with its 
recommendations, unless, on receipt of the report of the disciplinary committee, it finds 
that the member is not guilty of any misconduct. On a case being referred to the High Court, 
the High Court may decide the case as it deems fit. 


5. Appeals against the order of the council 

A member who has been reprimanded or whose name has been removed from the register 
of members may prefer an appeal to the High Court against such an order of the council. 
The appeal must be filed within 30 days of the date on which the order is communicated to 
the concerned member. However, the High Court may accept an appeal even after the 
expiry of the said period, if it is satisfied that the delay was caused by a sufficient cause. 


POINTS TO PONDER 


Ethics refers to the moral principles. It gives rise to certain standard of conduct of 
behaviour, based on moral foundation. 

Professional ethics are those moral standards of conduct for the members of a profession. 
The code of conduct of the ICAI defines professional ethics of a chartered accountant as 
his behaviour with their clients, employers, employees, fellow members of the group and 
the public as a whole. 

Professional misconduct shall be deemed to include any act or omission specified in any 
of the schedules, but nothing in this section shall be construed to limit or abridge in any 
way the power conferred or duty cast on the council under section 21 (1) to enquire into 
the conduct of any member of the Institute under any other circumstances. : Section 22. 
There are two schedules to the Chartered Accountants Act, listing instances of 
professional misconduct. The first schedule, which has three parts, contains instances of 
professional misconduct, which are adjudicated by the council of the Institute. The second 
schedule has two parts that require action of the High Court. 

Part One of the first schedule deals with the professional misconduct in relation to 
chartered accountants in practice. This part includes total thirteen clauses. 

Part Two of the first schedule deals with the professional misconduct in relation to 
members of the institute in service. 

Part Three of the first schedule deals with the professional misconduct in relation to the 


institute in general. 


a a a __4 


Professional Ethics and Misconduct } 


e Part One of the second schedule deals with the professional misconduct in relation to ) 


chartered accountants in practice requiring action by a High Court. This part includes 
total ten clauses. 

e Part Two of the second schedule deals with professional misconduct in relation to 
members of the Institute in general requiring action by a High Court. 


a 


e Enquiry into the charges of misconduct of chartered accountants follows certain 
procedures. The procedures include initial processing of complaint or information, 
inquiry by the disciplinary committee, consideration of the report by the council, action 


taken and appeals against the order of the council. 
i d 


REVIEW QUESTIONS 


Short-answer Questions 
1. Discuss the reasons as to why the conduct of a chartered accountant in practice is considered 
material if he 
(a) solicits professional work 
(b) engages in undercutting 
(c) accepts appointment as an auditor without communicating with the previous auditor 
(d) charges fees, which are contingent upon the results. 
2. In view, of the provisions of the Chartered Accountants Act, 1949 state and justify your 
views on the following cases 
(a) Whether you would accept offer of appointment as auditor of a firm in which your 
brother is a partner? 
(b) Whether the chartered accountant employed in your firm can sign the balance sheet of a 
concern in the name of your firm? 


(c) Whether you can put up a signboard showing your designation as a “Chartered 
Accountant, Income-Tax Practitioner and Company Law Adviser”? 


Essay-type Questions 
1. Define ‘Professional Misconduct’ and state how professional misconduct and professional 
ethics are related. Give few instances of professional misconduct with case decisions. 


2. Enumerate the instances of professional misconduct of a chartered accountant in practice, 
which, however, does not require action by the high court. 
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The main aspects of the auditor’s work are common to all types of audit, but as every 
organisation will have its own peculiar facets, it will be necessary for the auditor to apply 
his skill and judgment individually in carrying out his audit work. There are, however, 
certain types of organisations which will require special treatment, either owing to the 
exceptional nature of work or to their being covered by statutes which require the 
investigation and presentation of certain information. 


17.1 INTRODUCTION 


While framing audit programme concerning the audit of specialised enterprises, the 
auditor should ask himself the following questions: 

e Are there any special statutory regulations covering the enterprise? 

e Are there any special regulations governing the accounts? 

e What is the enterprise’s basic internal regulatory document? 

e What is the nature of the enterprise’s business, and what transactions arise from its 

business? 

e What are its main sources of income and expenditure? 

e What are its main assets and liabilities? 

e Are there any special audit points that should be considered? 


Hence, audits requiring special treatment are discussed in the following sections of this 
chapter. 


17.2 AUDIT OF CHARITABLE SOCIETIES 


A charitable society performs its operations for rendering social services. Its main sources 
of revenue are donations and legacies. The object of audit of this type of society is to ensure 
that its revenue is being utilised for the purpose for which the society has been established 
and it is being operated in conformity with its rules and regulations. 


The auditor should pay attention to the following points while auditing the accounts of 
a charitable institution: 


17.2.1 General Matters 


1. Study of the constitution 

The constitution of the charitable institution has to be studied first and important rules and 
regulations are to be noted down for consideration of detailed auditing of the institution. 
2. Examination of activities 

The activities of the institution should be identified and it should be examined whether 
these activities are within the constituted objectives of the institution. 

3. Review of internal control system 


The internal control system regarding the cash receipts and cash disbursement should be 
reviewed. 


} Auditing: Principles and Techniques 


4. Inspection of the minute book 


The auditor should inspect the minute book of the meetings of the managing committee 
and identify the resolutions having bearing on accounts and audit. 


5. Study of financial power of executives 


The financial power of different executives and officers as well as the members of the 
managing committee should be noted. 


17.2.2 Receipts 


1. Subscriptions and donations 

Subscriptions and donations, which are the main sources of income of a charitable 
institution, should be checked and verified with reference to entries in the cash book with 
the help of receipts counterfoil, registers of subscription and donations, list of members, 
rates of subscription for different classes of membership and other relevant documents. 

2. Grants 


Grants received or receivable from the government or any local authority should be 
checked with the help of relevant correspondence, minute book etc. 


3. Interest and dividend 

Interest and dividend from the deposits and investments should be checked with the 
relevant vouchers. In addition to that, the interest on such deposits and dividends, either 
ex-dividend or cum-dividend should be checked to see whether these are recorded 
properly in the books of accounts. 

4. Rent and other income from house property 


Rent and other income from properties of the institution should be checked with the help of 
counterfoils of receipts and other relevant documents. 


5. Receipts from charity show etc. 


Receipts from charity shows or other special functions should be checked with the 
counterpart of the tickets sold, statement of cash collection and entries in the cash book. 


17.2.3 Payments and Expenses 


1. Distinction between capital and revenue expenditure 


The auditor should see that proper distinction has been made in the accounts between 
capital expenditure and revenue expenditure. 


2. Vouching of expenses 

He should check all expenses with reference to the entries in the cash book with the help of 
bills, receipts etc. In addition to that, special attention should be given for the checking of 
expenses relating to charity shows and other functions. 


3. Grants made by the institution 


Grants made by the institution constitute the major expenses of the institution. So the 
auditor should pay special attention to check these payments. The auditor should ensure 
that all grants have been made for admissible purposes and they are properly authorised. 
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4. Purchase and sale of assets and investments 


Purchase and sale of movable as well as immovable properties and investments should be 
verified with the help of relevant documents. The auditor should assure himself about their 
existence through physical verification at a particular point of time. 


17.2.4 Assets and Liabilities 


1. Verification of assets and liabilities 

The auditor should verify all assets and liabilities with the help of relevant documents. He 
would confirm about their physical existence either through physical verification or 
through confirmation from the concerned parties. 

2. Utilisation of fund 


In this type of organisation, different types of funds are created for some specific purposes. 
The auditor should ensure the proper utilisation of these funds for the purposes specified. 


17.2.5 Income Tax 


Taxability of income 


The auditor should see whether the income of the institution is exempt from income tax 
according to the provisions of Section 11 of the Income Tax Act, 1961 and, if so, whether 
refund of income tax deducted at source from interest income, if any, has been claimed 
from the tax authority. 


17.2.6 Financial Statement 


True and fair view 


The auditor should examine the financial statements and see whether they give a true and 
fair view of the surplus or deficit and of the state of affairs of the institution. 


17.3 AUDIT OF CINEMA HALLS 


The main purpose of a cinema hall is to provide entertainment to the public. The number of 
cinema halls in our country has increased in recent years. The cinema halls are now 
providing not only the opportunity of viewing movies, but also restaurant and bar facilities 
are also available in cinema halls in big cities. As a result, the requirement of maintaining 
proper accounts of cinema hall activities and its regular audit has also increased to a large 
extent. 


The auditor should pay attention to the following points while auditing the accounts of 
a cinema hall: 


17.3.1 General Matters 


1. Study of the status 

The legal status of the cinema hall has to be studied first, i.e. whether it is a sole- 
proprietorship concern or a partnership firm or a company. 

2. Review of internal control system 


The internal control system regarding the cash receipts and cash disbursements should be 
reviewed. 
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3. Inspection of the minute book 

The auditor should inspect the minute books of the meetings of the Board of Directors / 
partners and note down the relevant resolutions having bearing on accounts and audit. 
4. Study of financial power of executives 

The financial power of different executives and employees of the hall should be noted. 


5. Review of previous audit report 


The auditor should review the previous audit reports and note down the qualifications and 
observations made in those reports. 


17.3.2 Receipts 


1. Sale of tickets 


The system of control over sale of tickets is required to be examined by the auditor. A 
statement of total tickets sold and the total receipts for the day with each booking clerk are 
reconciled with the number of tickets sold. 


2. Issue of free passes 

The auditor should also check that all the free passes are issued only with proper authorisa- 
tion. 

3. Deposit of entertainment tax 


The auditor should examine whether the entertainment tax collected by the hall is 
deposited in a separate bank account and he should also examine whether the tax is paid to 
the authorities concerned regularly and as per the regulations. 


4. Rent and income from other sources 


Rent and other income from different sources of the cinema hall, e.g. letting out of shops, 
offices and other spaces in the hall compound should be vouched with the help of 
counterfoils of receipts and other relevant documents. 


5. Receipts from advertisements 


The auditor should examine the system of collection of charges on account of hoarding in 
the compound as well as on account of screening of short films, trailers, slides etc. 


17.3.3 Payments and Expenses 


1. Distinction between capital and revenue expenditure 


The auditor should see that proper distinction has been made in the accounts between 
capital expenditure and revenue expenditure. 


2. Vouching of expenses 

He should vouch all expenses with reference to the entries in the cash book with the help of 
bills, receipts etc. 

3. Payment to distributors 


He should verify the film hire charges and other payments to distributors. He should 
examine a sample of these transactions in depth with reference to the agreements, 
correspondence, bill etc. 
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4. Depreciation of fixed assets 


The auditor should examine whether proper depreciation has been charged on projection 
equipments, furniture and other fixed assets. 


17.3.4 Assets and Liabilities 


1. Verification of assets and liabilities 


All assets and liabilities of the hall should be either verified physically along with the 
documentary evidence or through confirmation from third parties. 


2. Advances to distributors 


The auditor should examine the advances to distributors remaining unadjusted at the end 
of the accounting period and verify whether provision or write-off is required. 


17.3.5 Income Tax 


Tax assessment 


The auditor should check the assessment of tax aspect of the hall in order to verify that 
whether the tax return in submitted on regular basis along with the amount of tax. 


17.3.6 Financial Statement 


True and fair view 


The auditor should see whether the financial statements give a true and fair view of the 
profit or loss and of the balance sheet of the cinema hall. 


17.4 AUDIT OF CLUBS 


Clubs are associations of group of persons with common interest and these are basically 
established with non-profit motive. The main activities of the clubs include provision for 
amusement and recreation and constructive work for the welfare of the society. From the 
legal point of view, clubs can be of two types: government registered clubs and 
unregistered clubs. 

Government registered clubs are required to get their accounts audited at regular 
intervals for renewal of their registration. Besides, in order to avail different government 
grants the clubs are required to submit audited accounts. But this is not required for 
unregistered clubs. 

The auditor should pay attention to the following points, while conducting audit of 
accounts of a club. 


17.4.1 General 


1. Study of the constitution 

First of all, the auditor shall acquaint himself with rules, regulations, by-laws and 
constitution of the club, particularly in respect of accounts. 

2. Inspection of the minute book 


The auditor should inspect the minute book of the executive committee and take note of 
resolutions passed having bearing on accounts and audit. 
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3. Noting of financial power of executives 
The financial powers of different executives and of different committees have to be noted. 


4. Review of internal control system 


The auditor should also study the internal check and internal control system in respect of 
purchases, receipts, stock of foodstuff etc. 


17.4.2 Receipts 


1. Subscriptions and entrance fees 


The main source of income of a club is subscription from the members. The auditor should 
vouch all the receipts from entrance fees and subscriptions from members with the help of 
counterfoils of receipts and register of members. 


2. Arrear subscriptions 


Any subscriptions in arrear should be verified from the schedule received from the club, 
which should be certified by the executive committee. He should also look into the reasons 
for non-payment of subscriptions and steps taken for their recovery. 


3. Sale of refreshment etc. 


He should vouch the sale of refreshments, wines, cigars and billiard room and swimming 
receipts etc. He should also see that proper records are maintained for the stock of refresh- 
ments, wines, cigars, swimming costumes etc. 


4. Donations 
If donations are received by the club, it should be ensured that such donations are utilised 
by the club for the specified purposes for which it is received. 


5. Receipts from cultural functions 


Receipts from special functions or cultural functions should be vouched with the 
counterfoils of tickets, statement of collections etc. Expenses of the functions should also be 
checked with the related vouchers. 


17.4.3 Payments and Expenses 


1. Distinction between capital and revenue expenditure 
The auditor should see that proper distinction has been made in the accounts between 
capital expenditure and revenue expenditure. 


2. Vouching of expenses 

He should vouch all expenses with reference to the entries in the cashbook with the help of 
bills, receipts etc. He should vouch the payments made on account of purchases of 
crockery, wines, furnitures etc. 


3. Depreciation of fixed assets 


The auditor should examine whether proper depreciation has been charged on all assets of 
the club including furniture, sports equipments and crockery. 
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17.4.4 Assets and Liabilities 


1. Verification of assets and liabilities 


The auditor should verify all assets and liabilities with the help of relevant documents. He 
should confirm about their physical existence either through physical verification or 
through confirmation from the concerned parties. 


2. Creation of reserve fund 


The club has to create a number of reserve funds for different purposes. The auditor should 
ensure that proper appropriation of surplus generated has been made for this purpose. 


17.4.5 Income Tax 


Taxability of income 


The auditor should check the tax liabilities of the club as regards sales tax and income tax. 
He should verify that whether the tax return is submitted on regular basis along with the 
amount of tax. 


17.4.6 Special Accounts 


1. Special services to the members 


The auditor should vouch debits to members for special services, e.g. billiards, tennis court 
reservations, dinners etc. with the member’s signatures in the respective registers. 


2. Individual activity accounts 

Individual accounts maintained for various activities like games and sports, social 
functions, charity shows, etc. should be carefully examined and the arrangement for 
meeting the expenses of teams for participation of the club in different tournaments should 
be particularly checked. 


17.4.7 Financial Statements 


True and fair view 


The auditor should examine the financial statements and see whether they give a true and 
fair view of the surplus or deficit and of the state of affairs of the club. 


17.5 AUDIT OF CO-OPERATIVE SOCIETIES 


The co-operative movement in India is not a recent event. The co-operative sector in India 
has been developed as a result of government initiative and effective measures. In our 
country, the Co-operative Societies Act was passed in the year 1912. The co-operative 
societies in India are established and governed by this Act. 

To monitor the day-to-day activities of the society, a group of members are selected to 
form the ‘management committee’. This committee usually consists of chairman, secretary 
and treasurer. In every annual general meeting, the members of this committee are elected. 

On the basis of liability of members, co-operative societies can be of two types: limited 
liability societies and unlimited liability societies. 
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The provisions regarding the maintenance of books of accounts and records are also 
governed by the Indian Co-operative Societies Act, 1912. According to Section 17 of this 
Act, the accounts of these types of societies are required to be audited by the auditors of the 
department of co-operative societies. A chartered accountant can also conduct audit of this 
type of society. It may be noted in this context that the Companies Act, 1956 is not at all 
relevant and applicable in case of audit of co-operative societies. In general, three types of 
audits are conducted in a co-operative society, namely continuous audit, annual audit and 
re-audit. The auditors of co-operative societies are appointed by the registrar of co-opera- 
tives. 

The auditor should pay attention to the following points, while auditing the accounts of 
a big co-operative society. 


17.5.1 General 


1. Study of the Act 


The auditor should go through the Co-operative Society Act, 1912 and the rules and 
regulations relating to accounts to see that the books of account are kept with the provisions 
as contained in the act. 


2. Inspection of the minute book 


The auditor should obtain the minutes of the board meeting to see any specific resolutions 
relating to accounts. He should also see that the resolutions of the meetings of the board 
have been properly implemented. 


3. Review of the internal control system 


The auditor should review the internal control system to see whether it is commensurate 
and compatible with the requirements of co-operative society. He should examine its 
effectiveness in preventing frauds and misapplication of assets. 


4. Restrictions on functions of the society 


The auditor should examine the compliance of the following restrictions as imposed by the 
Act: 


(a) If the liability of members is limited by share, no member other than a co-operative 
society can hold a number of shares exceeding the prescribed number of shares as 
per the Act. 


(b) No member of a society registered with limited liabilities can transfer his 
shareholdings violating the regulations of the Act. 


(c) A registered society cannot give loan to a person other than a member. 


(d) A registered society can take loan from non-members only to such extent as may be 
prescribed by the provisions of the Act. 


17.5.2 Receipts 


1. Recovery of loan 


The auditor should see that the receipts of instalment money have been properly entered in 
the cash book and accordingly the member’s account is credited to that extent. 
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2. Interest on loan 


The auditor should check the interest receipt by reference with the agreement of loan with 
the borrower. 


17.5.3 Payments and Expenses 


1. Loan payments 
The auditor should vouch the payment of loan granted with the agreement of loan with the 
borrower as well as from the money receipts of the borrower. 


2. Provisions for depreciation 

The auditor should see that adequate provisions for depreciation have been provided for 
all the fixed assets owned by the society. 

3. Appropriation of profit 

He should ensure that proper appropriation of profits to different funds viz. reserve fund 
and welfare fund have been made as per the provisions contained in the Act. 

4. Payment of dividend 


The auditor should confirm that dividend declared and paid to the members are in 
accordance with the rules and regulations of the society and see that the dividend should 
not exceed the permissible limit. 


17.5.4 Assets and Liabilities 


1. Capital structure 


The auditor should examine the capital structure of the society. He should ensure that no 
individual member should hold more than the prescribed limit of the authorised share 
capital of the society. 


2. Loan obtained 

He should vouch the loan from central co-operative banks and other financial institutions 
by reference to cash book, correspondences and other documentary evidences. 

3. Investment of surplus 

The auditor should see that the surplus funds of the society are invested either in 
government securities or in such banks as deposits as approved by the registers of societies. 
4. Physical verification of assets 

The auditor should verify physically the assets of the society. He should verify cash and 
investment by reference with cash counting and statement of investments. 

5. Overdue debts 

He should verify whether or not there are any overdue debts and whether or not assets and 
liabilities have been properly valued. 

6. Irregularity in granting loan 


He should examine whether there is any material impropriety or irregularity in sanctioning 
loan to any member or in the realisation of loans from any member. 
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17.5.5 Income Tax 


Taxability of income 


The central government is empowered to exempt any registered co-operative society from 
income tax, stamp duty and registration fees. The auditor will see whether necessary 
application has been made to the central government for arrangement of their exemption. 


17.5.6 Financial Statement 


True and fair view 

The auditor should verify whether books of accounts have been maintained as per rules 
framed and whether financial statements have been prepared in accordance with the 
prescribed form. 


17.6 AUDIT OF EDUCATIONAL INSTITUTIONS 


Educational institutions include schools, colleges, training centres and universities. The 
main activities of these types of institutions are more or less similar to each other. As a 
result, the types of problems the auditor usually faces in conducting audit of these types of 
institutions are also same. However, on the basis of financial support and affiliation from 
the government, the educational institutions can be divided into four types, which include 
the following: 

e Government institutions 

e Government aided and affiliated institutions 

e Government affiliated institutions 

e Private institutions 

On the basis of the nature of the institutions, the activities and mode of maintenance of 
books of accounts and records may also differ and the auditor will take into consideration 
these deviations at the time of his audit. 

The auditor should pay attention to the following points, while auditing the accounts of 
educational institutions: 


17.6.1 General 


1. Study of the constitution 

The auditor should go through the trust deed or regulations to find out provisions affecting 
accounts and should ensure that the books of accounts are kept with the provision as 
contained in the deed or regulation. 


2. Inspection of the minute book 

The auditor should inspect the minutes of the meetings of the managing committee or 
governing body, noting resolutions affecting accounts, and ensure that these have been 
duly complied with, specially the decisions as regards the operation of bank account and 
sanctioning of expenditure. 


3. Review of the internal control system 


The auditor should check the names entered in the students fee register for each term with 
the respective class registers, showing names of students on rolls and check the amount of 
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fees charged. In this way, he should ensure that there operates a system of internal check 
which is effective. 


17.6.2 Receipts 


1. Tuition fees received 


The auditor should check the fees received by comparing counterfoils of receipts granted 
with entries in the cash book and should trace the collection in the fees register to confirm 
that the revenue from this source has been duly accounted for. 


2. Admission fees received 


He should check admission fees with admission slips signed by the head of the institution 
and confirm that the amount has been credited to a capital fund, unless the managing 
committee has taken a decision to the contrary. 


3. Government grants 


He should verify the grant from the government or any local authority with the memo of 
grant. If any expense has been disallowed for purposes of grant, the auditor should 
ascertain the reasons thereof. 


4. Fine for late payments etc. 

The auditor should check that the fine for late payment or absence etc. have been either 
collected or duly accounted for under the proper authority. 

5. Income from other sources 


The auditor should check income from other sources viz. rental income from landed 
property, interest and dividends from investments etc. with reference to documentary 
evidence available. 


17.6.3 Payments and Expenses 


1. Distinction between capital and revenue expenditure 


The auditor should see that proper distinction has been made between capital expenditure 
and revenue expenditure in the accounts. 


2. Vouching of expenses 

He should check all expenses with reference to the entries in the cash book with the help of 
bills, receipts etc. 

3. Purchase of fixed assets 


Purchase of fixed assets should be verified with the help of relevant documents. The 
auditor should assure himself about their existence through physical verification at a 
particular interval of time. 


4. Depreciation of fixed assets 


The auditor should examine whether proper depreciation has been charged on the fixed 
assets of the institute including furniture and buildings. 
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17.6.4 Assets and Liabilities 


1. Arrears on account of fees 


The auditor should report on any old and heavy arrears on account of fees, hostel rents etc. 
to the managing committee. 


2. Caution money and other deposits 

The auditor should confirm that caution money and other deposits paid by the students on 
admission have been shown as liability in the balance sheet and not transferred to revenue, 
unless they are not refundable. 


3. Accumulated investments 


He should note the investments representing endowment funds for prizes are kept separate 
and any income in excess of the cost of prizes has been accumulated and invested with the 
original fund. 


4. Maintenance of different funds 

The auditor should verify the annual statements of account and while doing so, he should 
ensure that separate statements of accounts have been prepared as regards poor students 
fund, games fund, library fund ete. 


17.6.5 Income Tax 


Tax liability on income 
The auditor should confirm that the refund of taxes deducted from income from 
investment has been claimed and recovered since the institutions are generally exempted 
from income tax liability. 


17.6.6 Financial Statements 


True and fair view 


The auditor should examine the financial statements and see whether they give a true and 
fair view of the surplus or deficit and of the state of affairs of the institution. 


17.7 AUDIT OF HOTELS 


The business of running a hotel is very different from running any other organisation. It is 
a service oriented business and may have some element of production of foodstuff and 
sales thereof. However, this business is characterised by handling of liquid cash, stocking 
and providing a large variety of items, keeping watch on customers to ensure that 
satisfactory services are being provided to them etc. 

In view of these, the following matters deserve special attention of the auditor in 
auditing hotel businesses: 


1. Internal control 


The Internal control system of the hotel should be reviewed first. The auditor should ensure 
that effective internal control is in operation and for this purpose he should evaluate the 
following: 
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(a) Effectiveness of arrangement regarding receipts and disbursement of cash 
(b) Purchase procedure and stocking of various commodities and provisions 
(c) Billing procedures for the customers 


2. Cash collections 


Control of cash assumes great importance in any hotel. The auditor should reconcile the 
total sales reported with the total bills issued. Billing may be done room-wise as well as 
customer-wise. The auditor should see that there exists numerical control over the bills to 
ensure that all bills are included in the total. 


3. Stocks 


The stocks in any hotel are both portable and saleable; particularly the food and beverage 
stock. It is, therefore, extremely important that all movements and transfer of such stocks 
should be properly documented. Control over stocks can be imposed from the point of two 
directions 


(a) Control over movements The area where stocks are kept should be locked under 
the supervision of the departmental manager. The auditor should see that the movements 
of goods in or out of the stores takes place only after proper authorisation and recording. 


(b) Control over valuation Although valuation of stocks are made by the experts 
appointed by the management, it is important that the auditor satisfies himself that the 
amount included for such stocks are reasonable. The auditor can also attend the physical 
stocktaking and check certain pricing calculations. 


4. Fixed assets 


The accounting of fixed assets is likely to differ from hotel to hotel. Certain hotels may 
consider its utensils as a stock item while others may treat it as fixed assets. A 
comprehensive definition of the stock should be there and the auditor should see whether 
the same has been clearly followed or not. Regarding auditing of fixed assets, the auditor 
should ensure the following: 
(a) All the fixed assets are physically verified and properly valued at the end of the 
accounting period. 
(b) Adequate provisions have been made for depreciation on all fixed assets for the ac- 
counting year. 


5. Compliance with statutory provisions 

A number of statutory provisions are required to be complied with in running a hotel 
business. All types of hotels are governed by various rules and regulations by different 
authorities, which include the following 


(a) Foreign Exchange Regulatory Authority In large hotels, it is very common to 
have facility of exchanging foreign currency into Indian rupees. There are provisions for 
foreign exchange transactions. 


(b) Department of Tourism The Department of Tourism also prescribes various 
conditions to be fulfilled by the hotels. 
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(c) Local authority Approval of the local authority and license are required for running 
hotel business. The auditor should see that various applicable regulations and conditions 
are duly complied with by the hotel. 


6. Dealings with travelling agents 

It is very common that the hotels get their bookings through travel agents or other booking 
agencies. The auditor should ensure that money is recovered from travel agents as per the 
terms of credit allowed. Commission, if any, paid to travel agents should be checked by 
reference to the agreement. 


7. Vouching of receipts and expenses 

The auditor should vouch all receipts and expenses with reference to the entries in the cash 
book with the help of documentary evidence. He should pay special attention to the 
following points: 

(a) Consumption shown in various physical stock accounts may be traced to customers 
bill on a sampling basis, wherever practicable, to ensure that all issues have been 
billed or accounted for. 

All payments made to foreign collaborator, if any, are in accordance with the terms 

of agreement. 

(c) Expenses and receipts may be compared with the figures of the previous year 
having regard to the average occupancy of visitors and changes in the rates. 
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(d) Special receipts on account of letting out of the auditorium space and other spaces 
for shops and for special exhibitions etc. should be verified with reference to the 
respective agreements. 

(e) Customer's ledger should be examined on a sample basis but in depth to check that 
all charges that should be made to the customers are in fact made. 

(f) Proper reserves are required to be maintained for redecoration and renovation of 
buildings and other structural facilities. 


8. Other points 
In addition to the above important points regarding the workings of the hotel, the auditor 
should also take into consideration the following points: 


(a) Taxability of income The auditor should check the assessment of tax aspect of the 
hotel in order to verify that whether the tax return is submitted by the hotel on regular basis 
along with the amount of tax. 


(b) Deposit of sales and entertainment tax The auditor should examine whether the 
sales and entertainment tax collected by the hotel is duly deposited to the proper 
authorities with the prescribed limit of time. 


(c) True and fair view The auditor should also see whether the financial statements give 
a true and fair view of the profit or loss and of the balance sheet of the hotel for the 
accounting period. 
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The hospitals are usually established with the fund provided by the government, local 
authorities, municipalities and similar other types of funds. On the basis of ownership, 
hospitals can be government hospitals or private hospitals or a joint venture of public- 
private partnership. As the nature of activities of a hospital are totally different from that of 
other organisations or institutions, the audit programme to be followed for conducting 
audit of these types of organisations will also differ. 


17.8 AUDIT OF HOSPITALS 


The auditor should pay attention to the following points, while auditing the accounts of 
a hospital: 


17.8.1 General Matters 


1. Legal status 

The auditor should see relevant documents to ascertain the legal status of the hospital. He 
should examine the constitution of the management and provisions affecting annual ac- 
counts for consideration of auditing techniques to be used. 


2. Inspection of the minute book 

If there is a managing committee or a governing body, the auditor should go through the 
minutes of their meetings in order to note decisions concerning financial matters, specially, 
engagement of staff, acquisition and sale of fixed assets and investments, delegation of 
authority regarding expenditure etc. and to see that the resolution affecting accounts have 
been duly complied with. 


3. Internal check system 


The auditor should examine the internal check as regards the issue and receipts of stores, 
linen, apparatus, clothing, instruments etc. so as to ensure that purchases have been 
properly recorded in the stock register and that issues have been made only against proper 
authorisation. 


4. Examination of activities 


The activities of the hospital should be identified and the auditor should ensure that all the 
activities as decided to be undertaken are being actually performed by the hospital. 


17.8.2 Receipts 


1. Cash collections 

The auditor should check the cash collections as entered in the cashbook, with the receipt 
counterfoils and other evidence. He should also check the bill registers of patients to see 
that the bills have been correctly prepared. 


2. Free bed facility 


He should see that bills have been issued to all patients from whom any amount was 
recoverable according to the rules of the hospital. He should also ensure that free bed 
facilities were extended to the patients only in terms of hospital regulations. 
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3. Income from property and investments 


The auditor should refer to the properties and investment registers to see that all the 
incomes that should have been recovered by way of rent from properties, dividend and 
interest on securities etc. have been collected. 


4. Legacies and donations 


He should also ascertain that legacies and donations received for a specific purpose have 
been so utilised. 


5. Grants received 


The auditor should verify that the grants received, if any, have been duly accounted for. He 
should also ensure that the refund in respect of taxes deducted has been claimed. 


6. Income from other sources 


The auditor should verify the income of the hospital from any other sources, with reference 
to the source of income, e.g. x-ray lab, blood testing lab etc. 


17.8.3 Payments and Expenses 


1. Distinction between capital and revenue expenditure 


The auditor should see that proper distinction has been made in the accounts between 
capital expenditure and revenue expenditure. 


2. Purchase and sale of assets 

Purchase and sale of movable as well as immovable properties should be verified with the 
help of relevant documents. The auditor should assure himself about their existence 
through physical verification at a particular point of time. 


3. Vouching of expenses 

The auditor should vouch all the expenses including the capital expenditure He should 
verify that the capital expenditure has been incurred only with the prior sanction of the 
managing committee. 


4. Depreciation on fixed assets 


He should see that depreciation at appropriate rates has been written off against all the 
fixed assets. 


17.8.4 Assets and Liabilities 


1. Verification of assets and liabilities 

The auditor should see that all fixed assets have been acquired under proper authority and 
that proper registers are maintained to record their particulars. He should also confirm 
about their physical existence either through physical verification or through confirmation 
from the concerned parties. 


2. Stock-in-trade 

The auditor should obtain inventories of stocks and stores at the end of the year and check 
a percentage of them physically. He should also verify stock register in respect of stock and 
stores such as medicines, test tubes, cleaning materials etc. and see that management has 
carried out a periodical inspection of all such store items. 
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17.8.5 Income Tax 


Taxability of income 


The auditor should see whether the income of the hospital is exempt from income tax 
according to the provisions of the Income Tax Act, 1961 and, if so, whether refund of 
income tax deducted at source, if any, has been claimed from the tax authority. 


17.8.6 Financial Statement 


True and fair view 


The auditor should examine the financial statements and see whether they give a true and 
fair view of the financial results as well as of the financial position of the hospital. 


17.9 AUDIT OF LIBRARIES 


The activities of a library are unique and totally different from other types of organisations. 
The basic objective of a library is to impart education to the public at a minimum cost, i.e. by 
charging only membership fees and annual fees. In case of library, the main cost is the cost 
for purchase of books. 

Libraries are usually established with the help of government grants. The capital 
expenditure regarding purchase of books are met basically from the money received as 
grant. Other revenue expenditures are met from the collections of membership fees and 
annual charges. 

The auditor should pay attention to the following points, while auditing the accounts of 
a library: 


17.9.1 General Matters 


1. Study of the constitution 


The constitution of the library is to be studied first in order to ascertain whether it is a 
registered society or public trust. The auditor should examine the relevant bye-laws or trust 
deed in order to ascertain the powers and duties of the management. 


2. Inspection of the minute book 


The auditor should go through the minute books of the managing committee in order to 
ensure that resolutions affecting the accounts have been duly complied with. 


3. Internal check system 
He should also evaluate the internal check system in respect of collection of fees, disburse- 
ment on account of payment of salaries to the staff, purchase of books, issue of books to the 


members, sale of magazines and journals and security against unauthorised movement of 
books. 


17.9.2 Receipts 


1. Collection of fees 

The auditor should check whether collection of admission fees as well as membership fees 
are made according to the bye-laws and rules of the library He should vouch the amount of 
fees collected with reference to the entries passed in the book and the counterfoil of receipts. 
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2. Security deposits 

He should ensure that proper registers are maintained to record the security deposit 
received from members. He should also check the entry in such register with counterfoil of 
the receipt book. 


3. Government grants etc. 


The auditor should verify the receipts of the grant from government or local authorities and 
its utilisation for the specific purposes mentioned in letters issued by them. 


4. Sale proceeds of magazines etc. 


He should also vouch the sale proceeds of magazines and journals and check whether the 
sale proceeds have been properly accounted for or not. 


5. Arrear fees 


Any arrear fees should be verified from the schedule received from the library, which 
should be certified by the managing committee. He should also look into the reasons for 
non-payment of fees and steps taken for their recovery. 


6. Donations 
If donations are received by the library, it should be ensured that such donations are used 
by the library for the specified purpose for which it is received. 


17.9.3 Payments and Expenses 


1. Distinction between capital and revenue expenditure 
The auditor should see that proper distinction has been made in the accounts between 
capital expenditure and revenue expenditure. 


2. Vouching of expenses 


He should vouch all expenses with reference to the entries in the cash book with the help of 
bills, receipts etc. He should also vouch the payments made on account of purchase of 
books and periodicals. 


3. Books distributed to poor students 


Sometimes libraries accumulate funds for the purchase of books, which are usually 
distributed to the poor students. The auditor should see that the fund created for the 
purpose has been effectively utilised for the purchase of books and those books are 
distributed to the poor students. 


4. Depreciation on fixed assets 


The auditor should examine whether proper depreciation has been charged on furniture 
and fixtures, books and other fixed assets of the library. 


17.9.4 Assets and Liabilities 


1. Physical verification of assets 

The auditor should ensure that physical verification of furniture, fixtures and books is done 
at reasonable intervals and if there is any material discrepancy, it has been properly 
adjusted in the books of accounts. 
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2. Maintenance of proper assets registers 


Books are the main assets of a library. The total books owned by a library should be 
properly recorded in the books registers maintained for this purpose. For other assets 
including furniture and fixtures also, separate asset registers are to be maintained. 


3. Investments of surplus 


The auditor should see that the surplus funds of the library are invested in those securities 
or banks as decided by the managing committee or it has been utilised for the purchase of 
new books. 


17.9.5 Taxability of Income 


Income tax 


The auditor should confirm that the refund of taxes deducted from income from 
investment has been claimed and recorded since the libraries are usually exempted from 
income tax liability. 


17.9.6 Financial Statement 


True and fair view 


The auditor should examine the financial statements and see whether they give a true and 
fair view of the surplus or deficit and of the state of affairs of the library. 


17.10 AUDIT OF NURSING HOMES 


The activities of nursing homes are similar to that of hospitals. However, there is a basic 
difference between the objectives of a nursing home and that of a hospital. Hospitals are 
usually owned either individually or jointly by the government or local authority and these 
are established to provide services to the common public at a minimum cost. Hospitals are 
non-profit-seeking concerns. On the other hand, nursing homes are usually privately 
owned and are formed either as sole-proprietorship business or partnership business or as 
a company. 

The auditor should pay attention to the following points, while auditing the accounts of 
a nursing home: 


17.10.1 General Matters 


1. Study of the rules and regulations 
The rules and regulations of the nursing home should be studied first and important 
provisions are to be noted down for consideration of detailed auditing of the nursing home. 
2. Review of the internal check system 
The internal check system regarding the cash receipts and cash payments should be 
reviewed. 
3. Verification of adequacy of internal control system 
The auditor should verify the adequacy of internal control system in respect of the 
following: 

(a) Billing and collection procedures from the patients 
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(b) Purchasing of medicines, equipments, provisions and other store items 
(c) Issuing of medicines, equipments and other store items and their proper recording 


17.10.2 Receipts 

1. Billing system 

The auditor should vouch the copies of the bill issued to the patients with reference to the 
patients’ registers. He has to check the number of bills on selective basis with respect to 
period of bed occupation, category of bed hired, cost of medicines used and charges for 
other facilities provided. 

2. Cash collections 

The auditor should check the cash collections as entered in the cash book with copies of 
patients’ bills, counterfoils of receipts issued etc. 

3. Income from other sources 


The auditor should see by reference to the property and investment register that all 
incomes which should have been received by way of rent on properties, interest on 
investments etc. have been duly accounted for. 


17.10.3 Payments and Expenses 


1. Vouching of expenses 

He should check all expenses with reference to the entries in the cash book with the help of 
bills, receipts etc. He should also ensure that they have proper sanctions of the authority. 
2. Salaries and wages 


The auditor should vouch the payments to doctors, nurses, caretakers and other employees 
with reference to salary bills, appointment letters or contract. He should also see that the 
appointments and increments have sanction of the appropriate authority. 


3. Distinction between capital and revenue expenditure 

He should see that proper distinction has been made in the accounts between capital 
expenditure and revenue expenditure. 

4. Depreciation of fixed assets 


The auditor should examine whether proper depreciation has been charged on different 
operation theatre equipments, furniture and fixtures and other fixed assets of the nursing 
home. 

5. Writing off of special equipments 

Some of the assets, which are used in nursing home, are required to be written off before the 
expiry of its expected life due to the nature of the assets. The auditor should enquire into all 


these cases of writing off of equipments and see that they have approval of the competent 
authority. 


17.10.4 Assets and Liabilities 


1. Ownership and records of assets 

The auditor should inspect the bonds, share certificates and title deeds of the properties and 
compare their particulars with those entered in the investment register. He should ensure 
that the title of those assets is in the name of the nursing home. 
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2. Physical verification of assets 


All the assets of the nursing home should be either verified physically along with the 
documentary evidence or through confirmation from the third parties. 


3. Control over stocks 


The auditor should verify the stock register of medicines with reference to purchase 
invoices and issue requisitions and see that book stock of medicine physically exists. 


4. Purchase and sale of assets 


Purchase and sale of fixed assets and properties as well as investments should be verified 
with the help of proper documents and the auditor should ensure that the competent 
authority approves these purchases and sales. 


5. Advances to suppliers 


The auditor should examine the advances to suppliers remaining unadjusted at the end of 
the accounting period and verify whether provision or write-off is required. 


17.10.5 Tax Assessment 


Income tax 


The auditor should check the assessment of tax aspect of the nursing home in order to 
verify that whether the tax return is submitted on regular basis along with the amount of 
tax. 


17.10.6 Financial Statement 


True and fair view 
The auditor should see whether the financial statements give a true and fair view of the 
profit or loss and of the balance sheet of the nursing home. 


17.11 AUDIT OF TRAVEL AGENCIES 


Travel agents perform a number of services including reservation of seats, execution of 
travel formalities and documents, arrangements for transit passengers, booking of hotel 
accommodation, sponsoring package trips and excursions etc. 

The exact nature of audit programme of a travel agency will depend upon the nature of 
the organisation. The auditor should determine whether the concern is a limited company 
or a partnership or a sole-proprietorship. The special points, which may be included in the 
audit programme of a travel agency, are given as follows: 


17.11.1 Evaluation of Internal Control System 


The following may be carefully looked into. 


1. Procedure relating to receipts of requests 


The auditor should evaluate the internal control system relating to the receipts of requests 
for booking through rail, sea and air etc. and for cancellation thereof. 
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2. Procedure relating to receipts of deposits 

He should also check the internal control procedures relating to the receipts of deposits 
with non-credit customers for expenses incurred on their behalf and adjustments of such 
accounts. 

3. Procedure regarding bookings 

He should evaluate the internal control technique regarding bookings with the hotels and 
agreement about commission on bookings. 

4. Procedure for raising bills 

The auditor should also evaluate internal control procedures for raising bills against 
services rendered and internal checks against non-inclusion of certain services in the bills. 
5. Examination of terms of agreement 

The auditor should examine the terms of agreement with railway authorities, airlines and 
shipping lines regarding the types of services to be obtained. 

6. Nature of additional services 

The auditor should also examine the nature of additional services rendered to the 
customers going abroad and to the foreign tourists. 

7. Procedure for cash collection 


He should examine thoroughly the procedure relating to receipts and deposit of cash 
collection. 


17.11.2 Checking of Arithmetical Accuracy 


The arithmetical accuracy of books of accounts, e.g. cash book, petty cash book, ledgers, 
journal, commission register etc. has to be examined by the auditor by checking posting, 
casting, cross-casting and balancing. 


17.11.3 Vouching and Verification 
Apart from usual procedures, the following aspects may be paid special attention: 


1. Vouching of expenses 


The auditor should vouch the expenses to ensure that those expenses, which are 
reimbursable, have been collected from the customers. 


2. Vouching of receipts 

The auditor should vouch the receipts for services against bill to ensure that any conces- 
sions or rebates are given under proper authority. The log books of tourist cars and buses 
should be checked on a sample basis and it should be verified that appropriate bills have 
been raised. 


3. Vouching of depreciation 


The auditor should examine whether proper depreciation has been provided on different 
tourist cars and other assets of the agency. 
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4. Reconciling the physical stock of tickets 


He should reconcile the physical stock of unsold tickets on the basis of previous years’ 
balances, tickets received, tickets sold and the amount collected or charged to customers. 


5. Scrutinising the personal ledgers 


He should scrutinise the personal ledger of different customers and clients for possible bad 
debts and dummy accounts. 


6. Confirming account balances 


He should confirm the account balances with the air, rail and shipping lines and other 
clients on the basis of letters of confirmation received from them. He should also confirm 
the balances of deposits with different authorities, if any. 


7. Examining the basis of commission computation 


The auditor should ensure that only the commission in respect of journeys undertaken is 
treated as income, and in respect of future journeys, even if the client has paid the fare in 
full, the commission is not treated as income. 


8. Vouching of travel tax 

The auditor should vouch the collection and payment of travel tax levied by the 
government and it has to be ensured that the tax has been collected at appropriate rates and 
deposited to the proper authority regularly. 

9. Reconciling commission income 


The auditor should reconcile total commission earned on the basis of total fares involving 
various types and the respective rates of commission. 


17.11.4 Examination of Statutory Requirements 


The auditor should ensure that specific statutory requirements of the relevant authorities 
concerning grant of license etc. to act as a travel agent are duly complied with. 


17.12 AUDIT OF COLLEGE HOSTELS 


A college hostel provides boarding facilities to the students of the college. Usually these 
hostels are maintained by the college authority on no profit no loss or subsidised basis. 
Generally, a cash book is maintained to record day to day cash receipts and cash payments. 
Most of the transactions usually are conducted on cash basis. At the end of the year, a 
receipts and payments account is prepared to know the financial position of the hostel. 

In order to conduct audit in a college hostel, the auditor should pay attention to the fol- 
lowing points: 


17.12.1 General Matters 


1. Study of the rules and regulations 


The rules and regulations of the college hostel should be studied first and important 
provisions should be noted down for consideration of detailed auditing of the hostel. 
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2. Activities of the hostel 


The activities of the hostel should be identified. The auditor should know that whether the 
college hostel is providing only the accommodation facility or both food and accommoda- 
tion facilities. 


3. Hostel capacity and boarder’s eligibility 
The auditor should check the number of seats in the hostel and also verify whether only 
eligible students are accommodated in the hostel. 


17.12.2 Receipts 


1. Hostel fees 


The auditor should vouch the receipts of hostel fees with the register of students. He should 
also ensure that hostel fees have been recovered from all the students on the basis of period 
of his stay in the hostel. 


2. Arrear hostel fees 


He should see whether arrear hostel fees have been properly recorded in the books of 
accounts and reflected in the statement of affairs of the hostel, if at all prepared. 


3. Advance hostel fees 


The auditor should also check that advance hostel fees have been received according to the 
provisions of the hostel regulations and they have been properly accounted for in the books 
of accounts. 


4. Recovery of unrealised fees 
He should ensure that effective action is taken against those students who are regular 
defaulters in payment of hostel fees. 


5. Donations and government grants 


If donations and government grants are received by the college hostel, it should be ensured 
by the auditor that such donations and grants are used by the hostel authority for the 
specified purposes for which it is received. 


17.12.3 Payments and Expenses 


1. Internal control for food procurement 

The auditor should check the system of internal control for procurement of food supply. If 
it is supplied by the contractors, the auditor should ensure that the selection of contractors 
is being made by following the appropriate procedures. 


2. Payments to contractors 


The auditor should vouch the payments made to contractors with reference to the 
contractor’s invoices and goods received note. He should also see that the bill is duly 
certified by the storekeeper and hostel superintendent. 


3. Vouching of petty expenses 
The auditor should vouch the petty expenses and also see that all the vouchers of expenses 
are duly sanctioned by the hostel superintendent. 
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4. Depreciation of fixed assets 


He should see that depreciation at appropriate rates has been written off against all the 
fixed assets of the hostel. 


5. Purchase and sale of fixed assets 

Purchase and sale of all fixed assets during the accounting period should be checked by the 
auditor in order to check that these transactions were duly authorised by the proper 
authority. 


17.12.4 Assets and Liabilities 


1. Stock register 

The auditor should check the stock registers of various main items of foodstuff like rice, 
wheat, mustard oil etc. He should also check that all entries of issue are supported by store 
requisition duly signed by the head cook and authorised by hostel superintendent. 


2. Verification of fixed assets 

The auditor should check that proper registers are maintained to record the particulars of 
all fixed assets owned by the hostel. He should also confirm their existence through 
physical verification. 


3. Security deposits from students 


The auditor should confirm that security deposits have been received from all the boarders 
as caution money and they are refunded only at the time of vacation of the accommodation. 


17.12.5 Financial Statements 


1. Preparation of receipts and payments account 

The auditor should check the receipts and payments account prepared by the hostel 
authority and check all the items from the cash book entries. Sometimes income and 
expenditure accounts are also prepared by the big hostels to know the results of the 
operation of the hostel. The auditor should also check the accuracy of the account and the 
financial results ascertained thereon. 


2. Classification of capital and revenue expenditure 

The auditor should also confirm that proper classification has been made between capital 
expenditure and revenue expenditure so that the operating result as ascertained in the 
Income and Expenditure Account gives a true and fair picture of the financial result of the 
hostel. 


17.13 AUDIT OF PUBLISHING CONCERNS 


Before conducting audit of a publishing concern, the auditor should make a clear distinc- 
tion between publishers of books, where stocks will present valuation problem but where 
advertising revenue is not a factor, and publishers of weekly and monthly journals, where 
advertising revenue is of great importance. 
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17.13.1 Audit of Book Publishers 


When the audit of book publishers is being undertaken the auditor should pay attention to 
the following main points: 


1. Account for each book published 

An account should have been opened for each book published. This should have been cred- 
ited with the income and debited with all relevant expenditure and should therefore show 
the profit or loss on the publication of the book. These accounts must be thoroughly 
vouched. 


2. Valuation of the stock of books 

The auditor must pay careful attention to the quantities and valuation of the stock of books 
in hand at the year end. He must ensure that the valuation never exceeds the cost of 
publication. Moreover, not all the books are successful and care must be taken to ensure 
that slow-moving stocks are written down to their realisable value. 


3. Royalty due to authors 


Royalty due to authors must be properly recorded, and the auditor must check the author’s 
accounts. For this purpose, it is obviously important that the auditor inspects the relevant 
contracts. 


4. Ascertainment of actual sales 


The auditor must ensure that the records clearly distinguish between true sales and books 
dispatched on sale or return. With regard to the latter, great care must be exercised to 
ensure that profit is not taken or recognised until the books are sold. 


17.13.2 Audit of Weekly or Monthly Journals 


When the audit relates to weekly or monthly journals the auditor should pay attention to 
the following main points: 


1. Records of sales income 

The records of sales income must be examined and tested. It should be seen that all 
production is reconciled with sales and agreed returns and allowances. The authority for all 
discounts and allowances given must be established. Copies of the journals sent on sale or 
return must be accounted for, and credit must not be taken until sales are confirmed. 


2. Advertising income 


The records of advertising income must be vouched with the relevant agreements, and also 
tested against the actual advertisements appearing. Where advertising income has been 
received in advance before the year end, it must be seen that this has been carried forward 
into the following accounting period to which it relates. 


3. Vouching of expenditure 

All expenditures, including payment to contributors, must be vouched with the relevant 
evidence. 

4. Action against defamation 


The possibility of actions against the concern for defamation should be investigated and the 
insurance position checked. 
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Special note: Apart from the normal audit of the financial statements referred to above, 
separate audits will be carried out periodically to enable the auditor to certify the 
circulation. 


17.14 CONCLUDING REMARKS 


It is not possible to consider every possible type of entity that could be the subject of an 
examination question, but it is proposed in this chapter to set out the more important points 
relating to a number of enterprises. Students should see to establish for themselves the 
approach that they would adopt in tackling such questions. 


POINTS TO PONDER 


e The main aspects of the auditor’s work are common to all types of audit. As every 
organisation will have its own peculiar facets, it will be necessary for the auditor to apply 
his skill and judgment individually in carrying out his audit work. 

e The auditor should consider a number of points while conducting audit of different types 
of organisations, which include general matters, receipts and incomes, payments and 
expenses, assets and liabilities, taxability of income and the financial statements. 

e Acharitable society performs its operations for rendering social services. Its main sources 
of revenue are donations and legacies. The object of audit of this type of society is to 
ensure that its revenue is being utilised for the purpose for which the society has been 
established and it is being operated in conformity with its rules and regulations. 

e The main purpose of a cinema hall is to provide entertainment to the public. The cinema 
halls are now providing not only the opportunity of viewing movies, but also restaurant 
and bar facilities are also available in the cinema halls in big cities. As a result, the 
requirement of maintaining proper accounts of cinema hall activities and its regular audit 
has also increased to a large extent. 

e Clubs are the associations of group of persons with common interest and these are 
basically established with non-profit motive. The main activities of the clubs include 
provision for amusement and recreation and constructive work for the welfare of the 
society. Government registered clubs are required to get their accounts audited at regular 
intervals for renewal of their registration. This is not required for unregistered clubs. 

e The co-operative societies in India are established and governed by the Co-operative 
Societies Act, 1912. To monitor the day-to-day activities of the society, a group of 
members are selected to form the management committee. The accounts of these types of 
societies are required to be audited by the auditors of the department of co-operative 
societies. 

e Educational institutions include schools, colleges, training centres and universities. The 
main activities of these types of institutions are more or less similar to each other. On the 
basis of the nature of the institutions, the activities and mode of maintenance of books of 
accounts and records may also differ and the auditor will take into consideration these 

C deviations at the time of his audit. J 
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The business of running a hotel is very different from running any other organisation. It is ) 
a service oriented business and may have some element of production of foodstuff and 
sales thereof. However, this business is characterised by handling of liquid cash, stocking 
and providing a large variety of items, keeping watch on customers to ensure that 
satisfactory services are being provided to them. 

The hospitals are usually established with the fund provided by the government, local 
authorities, municipalities and similar other types of funds. On the basis of ownership, 
hospitals can be government hospitals or private hospitals or a joint venture of public- 
private partnership. As the nature of activities of a hospital are totally different from that 
of other organisations, the audit programme to be followed for conducting audit of these 
types of organisations will also differ. 


The activities of a library are unique and totally different from other types of 
organisations. The basic objective of a library is to impart education to the public at a 
minimum cost. In case of library, the main cost is the cost of books. Libraries are usually 
established with the help of government grants. The capital expenditure regarding 
purchase of books are met mainly from the money received as grant. Other revenue 
expenditures are met from the collections of membership fees and annual charges. 

The activities of nursing homes are similar to that of hospitals. However, there is a basic 
difference between the objectives of a nursing home and a hospital. Hospitals are usually 
owned either individually or jointly by the government or local authority and these are 
established to provide services the common public at a minimum cost. Hospitals are non- 
profit seeking concerns. On the other hand, nursing homes are usually privately owned 
and are formed either as sole-proprietorship business or partnership business or as a 
company. 

Travel agents perform a number of services including reservation of seats, execution of 
travel formalities and documents, arrangements for transit passengers, booking of hotel 
accommodation, sponsoring package trips and excursions etc. The exact nature of audit 
programme of a travel agency will depend upon the nature of the organisation. 

A college hostel provides boarding facilities to the students of the college. Usually these 
hostels are maintained by the college authority on no profit no loss or subsidised basis. 
Generally, a cash book is maintained to record day to day cash receipts and cash 
payments. Most of the transactions usually are conducted on cash basis. At the end of the 
period, a receipts and payments account is prepared to know the financial position of the 
hostel. 

In conducting audit of a publishing concern, the auditor should make a clear distinction 
between publishers of books, where stock will present valuation problem but where 
advertising revenue is not a factor and publishers of weekly and monthly journals, where 
advertising revenue is of great importance. J 
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REVIEW QUESTIONS 


Short-answer Questions 
1. In framing the audit programmes of specialised enterprises, what additional factors are 
required to be considered by the auditor? 
2. Draft an audit programme covering eight special points for examining the accounts of 
(a) Sports club (d) College hostel 
(b) Medical college (e) Publishing concern 
(c) Travelling agent 


Essay-type Questions 
1. Draft an audit programme for examining the accounts of either a hotel or a cinema hall. 
2. Prepare audit programme of any one organisation of following two: 
(a) Nursing home (b) Co-operative society. 
3. What special points should the auditor consider in conducting audit in the following 
institutions 
(a) Charitable institution (b) Educational institution 
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18.1 INTRODUCTION 


There are different types of business organisations from the point of view of their formation 
and legal aspects. Amongst the different types of business organisations the important 
types are the sole-proprietorship business and partnership business forms of organisation. 
Unlike company form of organisation, there is no compulsion in conducting audit for these 
two types of organisations as a matter of legal requirement, because under these two types 
of organisations, the owners have direct control over the day-to-day management and 
accounts are being prepared under the direct control and supervision of the owners. But it 
does not indicate that there is no requirement of audit to be conducted in these types of 
organisations. These organisations appoint auditors and get their accounts audited due to 
the various advantages they can derive by conducting an audit. 


18.2 AUDIT OF SOLE-PROPRIETORSHIP BUSINESS 


There is no legal requirement that a qualified auditor should audit the books of accounts of 
the sole-proprietorship business. It is up to the choice of the sole proprietor to get his 
accounts audited by a qualified auditor. But the sole-proprietors having large business 
houses are found to get their accounts audited due to the inherent advantages of audit. 


Usually following are the reasons behind the audit of the proprietorship business. 


1. To know about the adequacy of books of accounts 
The sole proprietor is confirmed about the adequacy of the books of accounts maintained 
by him through the conduct of an audit. 


2. To know the true and fair view of the accounts 


The sole proprietor can assure himself by conducting audit that the books of accounts main- 
tained by him exhibit a true and fair view of the state of affairs of the business. 


3. To detect and prevent errors and frauds 


In order to detect and prevent errors and frauds committed by the staff members, auditing 
can be undertaken. If there is an audit, errors and frauds can be detected and located at any 
early date. 


4. To implement moral check on employees 


The auditing of accounts keeps the employees regular and careful in their work, as they 
know that their auditor will complain against them if there is any error or fraud or if the 
accounts are not prepared up to date. 


5. To settle insurance claim 
In case of fire, theft or other hazards, the insurance company may settle the claim on the 
basis of the audited accounts of the client. 


6. To borrow money from banks etc. 


Money can be borrowed easily from bank and other financial institutions on the basis of 
audited balance sheet. Usually, in most of the cases, the banks and other financial 
institutions grant loans on the basis of previous audit report. 
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7. To file income tax return 

In order to present reliable accounts to the income tax authority, auditing is undertaken. 
Generally the income tax authorities accept the profit and loss account that has been 
prepared and audited by a qualified auditor and they do not go into the details of the 
accounts. 


8. To value assets and goodwill 

If the business is to be sold as a going concern, there may not be much difficulty regarding 
the valuation of assets and goodwill, if the accounts have already been audited by a 
qualified auditor. 


9. To bring uniformity in accounts 
If the accounts have been prepared on a uniform basis for the purpose of auditor’s 
satisfaction, accounts of one year can be compared with other years and if there is any 
discrepancy, the cause may be enquired. 


10. To get advice from the auditor 


The proprietor may consult the auditor and seek his advice for efficient keeping of his 
accounts. 


18.2.1 Appointment of Auditor for Sole-proprietorship Business 


The audit of accounts of the sole-proprietorship business is not governed by any specific 
statute. Hence, the appointment of auditor in this type of organisation depends upon the 
contract entered into by the proprietor with the auditor. Normally it is expected that the 
contract for appointment should be in writing and it should include the details of work to 
be undertaken by the auditor in conducting his audit because an auditor is required in some 
cases to prepare the accounts also, in addition to his audit work. All these assignments and 
other terms and conditions of the appointment should be clearly stated in the contract. In 
this context, it is important to note that the newly appointed auditor should correspond 
with the previous auditor intimating him about the acceptance of audit assignment. The 
remuneration of the auditor of this type of organisation usually depends upon the nature 
and volume of work and should also be included in the contract. 


18.2.2 Steps to be Taken Before Commencement of New 
Audit in a Sole-proprietorship Business 


In order to conduct audit in a sole-proprietorship business, the auditor should take the 
following steps before the commencement of new audit: 


1. Ascertain the scope of work 


First of all, the auditor should ascertain the precise nature and scope of his audit work. In 
case of sole-proprietorship business, in fact, the scope and area of work depends on the 
contract between the owner and the auditor. 
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2. Knowledge about the business 

In order to conduct audit efficiently, the auditor should clearly understand the nature of the 
business and activities undertaken by the business organisation. The nature and activities 
of the business will help the auditor to get a clear idea about the different types of transac- 
tions in the organisation. 


3. Knowledge about the accounting system 


The auditor should collect from the proprietor a list of all books of accounts maintained in 
order to record the transactions of the organisation and assure himself that those books of 
accounts are maintained in actual practice. 


4. List of principal officers 
The auditor should also obtain list of the principal officers of the organisation. He should 
also acquire knowledge about the extent and scope of authority of each of them. 


5. Knowledge of technical details 

He should also acquire some knowledge about the technical details, if any, of the business. 
This will enable him to grasp the nature of transactions, which will be the subject matter of 
audit. 


6. Communication with the previous auditor 


If the auditor is being appointed in place of another auditor, it becomes his professional 
duty to communicate with the auditor, in whose place he is appointed. 


7. Instruction to the proprietor 

After completing the aspects as stated above, the auditor should issue clear instructions to 
the proprietor of the business to keep the accounts ready for audit and to prepare necessary 
schedules and annexure for the finalisation of audit work. 


8. Preparation of audit programme 
Finally, the auditor will prepare an audit programme, which will outline the procedures to 
be followed in conducting his audit work effectively. 


18.3 AUDIT OF PARTNERSHIP FIRM 


Like the audit of sole-proprietorship business, there is no legal obligation in case of 
partnership firm of business organisation that the books of accounts are to be audited by a 
qualified auditor. Even in the Indian Partnership Act, 1932 there are no specific provisions 
containing any instructions to get the accounts audited by a qualified auditor. But there are 
certain situations which usually occur in case of partnership business, which demand that 
the books of accounts of the firm should be audited by a duly qualified auditor. In this type 
of business, there may be the possibility of friction or dissatisfaction among the partners of 
the firm regarding the accounts maintained. In order to avoid this situation, many firms 
generally contain in their partnership deed a clause to the effect that the books of accounts 
should be audited by a qualified auditor. 
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Usually following are the reasons behind the audit of a partnership firm. 


1. Settlement of dispute 

The audit of accounts by an independent auditor may minimise or settle the misunder- 
standings and disputes among the partners. If there is no understanding among the part- 
ners, the growth and expansion of the business will not be activated. So, auditing of 
accounts may bring a peaceful atmosphere in the organisation, which is the key to the 
future development of the business. 


2. Protection of sleeping partners 

The audit of accounts of the partnership firm may protect the interest of the sleeping 
partners of the business. As the sleeping partners do not take active part in the day-to-day 
management of the business, they can depend on the audited accounts about the truth and 
fair view of the business. 


3. Borrowing facilities 

The audited accounts are very helpful in securing loan from bank and other financial 
institutions. In most cases, normally banks and other financial institutions grant loans on 
the basis of audited accounts of the applicants. 


4. Assessment of tax 

The income tax department seldom feels discontent on the certified accounts presented for 
the assessment of tax. As a result, in order to present reliable accounts to the income tax 
authority, auditing is undertaken. 


5. Settlement of accounts 

The audited accounts are very helpful in the settlement of disputes arising from retirement 
and death of partners and dissolution of the partnership firm. So, the audited accounts 
facilitate the settlement of the accounts of the retired or deceased partner. 


6. Presentation as evidence 


The audited accounts may be considered as reliable evidence in the court of law. So, in 
deciding the judgment against any case, the audited accounts can play an important role. 


7. Valuation of goodwill of the firm 

Valuation of goodwill in case of partnership firm arises as a result of changes in the consti- 
tution of the partnership firm. For the purpose of valuation of goodwill, the most important 
factor is the profit of the business. Therefore, the audited profit figure may be of great 
benefit in this regard. 


8. Improvement of business 


The firm may be greatly benefited as regards its improvement in managerial operation and 
keeping up-to-date records if the suggestions of the auditor are taken into consideration. 


18.3.1 Appointment of Auditor for Partnership Firm 


Like sole-proprietorship business, the audit of accounts of the partnership firm is not 
governed by any specific statute. Even in the Partnership Act, 1932 there are no specific 
provisions regarding the appointment of auditor in a partnership firm. In these types of or- 
ganisations, the auditor is appointed as per agreement among the partners or as per the 
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provision of the partnership deed. Normally it is expected that the contract for appoint- 
ment of an auditor should be in writing and it should include the details of work to be 
undertaken by the auditor in conducting the audit. Under this type of audit the auditor has 
to check merely the compliance of the provisions of the partnership deed, those provisions 
of the Partnership Act, which have a bearing on the financial transactions and accounts. All 
these assignments and other terms and conditions of the appointment should be clearly 
indicated in the contract. The remuneration of the auditor of this type of organisation 
usually depends upon the nature and volume of transactions and should also be included 
in the contract. 


18.3.2 Steps to be Taken Before Commencement of 

New Audit in a Partnership Firm 
Before the conduct of an audit of the accounts of the partnership firm, the auditor should 
first of all obtain from his client a clear-cut instruction as to his scope of work and nature of 
assignment. For this purpose, he should confirm that his contract for appointment is in 
writing and in order. In the absence of any such clear-cut instruction, the auditor is required 
to perform complete audit, otherwise he may be held liable for the damages caused to the 
business for his failure to conduct complete audit. 


However, the following steps may be suggested as a part of the conduct of an audit of 
partnership firm: 
1. Knowledge about partnership deed 
The auditor should carefully go through the partnership deed for knowing the different 
aspects of the partnership business viz. amount of capital contributed by the partners, 
profit sharing ratio, valuation of goodwill etc. 
2. Observation of internal check system 
He should observe the operation of the system of internal check and check whether the 
system is effectively implemented or not. 
3. Knowledge about sleeping partners 
He should collect the names of the sleeping partners and verify whether their interest is 
justified by the working partners. 
4. List of books of accounts 


The books of accounts maintained by the firm should be collected and the auditor should 
observe the nature of usual transactions that are recorded in the books of accounts. 


5. Provisions of the partnership deed 


The auditor should carefully note the provisions of the partnership deed regarding the 
maintenance of accounts of the firm and for taxation purpose whether the partnership firm 
will be treated as such or as an association of persons. 


6. Contracts with the third parties 


He should verify the contracts that are entered into with the third parties by reference to 
agreement deed and other documentary evidences. 
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7. Knowledge about the business 


In order to conduct audit effectively, the auditor should clearly understand the nature of 
the business and activities undertaken by the firm. This will help him to get clear idea about 
the different types of transactions in the organisation. 


8. Ascertain the scope of work 


The auditor should ascertain the precise nature and scope of his audit work. In case of 
partnership firm audit, the scope and area of work depends upon the terms of contract 
entered in between the firm and the auditor. 


9. Knowledge about the accounting system 


The auditor should know the accounting system adopted by the organisation to ensure that 
all the transactions not agreed by the partners are incorporated in the books of accounts 
according to the provisions of the Partnership Act, 1932. 


10. Knowledge of technical details 


He should also acquire some knowledge about the technical details, if any, of the business. 
This will enable him to set the idea about the nature of transactions of the business. 


11. Communication with the previous auditor 


In case of fresh appointment, professional ethics requires that the newly appointed auditor 
should communicate with the previous auditor. 


12. Preparation of audit programme 


Finally, the auditor will prepare an audit programme, which will outline the procedures to 
be followed for conducting his audit work effectively. 


18.4 SALIENT FEATURES OF AUDIT OF ACCOUNTS OF 
SOLE-PROPRIETORSHIP AND PARTNERSHIP FIRM 


The audit of sole-proprietorship business and partnership firm is not legally compulsory. 
Sole-proprietorship business is not governed by any specific Act. So, there is no question of 
any legal provision of audit of sole-proprietorship business. Although the Partnership Act, 
1932 governs the partnership business, it does not contain any legal provision for 
compulsory audit of partnership business. 

The important features of the audit of accounts of sole-proprietorship or partnership 
businesses are as follows: 


1. Legal compulsion of audit 

Audit of sole-proprietorship or partnership business is not compulsory. It is basically 
voluntary in nature and conducting audit of these types of businesses depends on the wish 
of the proprietor or the partners. However, in case of partnership firm, the partnership 
deed may contain provision for regular audit of accounts. 


2. Scope of audit 
As there is legal provision regarding the scope or area of audit under these types of 
businesses, it depends on the terms of appointment of the auditor. Asa result, an auditor of 
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such a business is required to get clearly in writing from his client as to what area he has to 
cover exactly. 


3. Application of legal provision 

In case of audit of sole-proprietorship or partnership business, there is no statutory 
provision relating to recognition of income or expenditure, valuation of assets and 
liabilities, presentation of financial statements etc. Therefore, in those matters only basic 
accounting and commercial principles are required to be applied. However, in case of 
partnership business the partnership deed may contain certain provisions on accounting 
and financial matters in addition to matters of mutual interests of partners. In the absence 
of agreement amongst the partners on certain matters of mutual interest, the provisions of 
the Partnership Act will apply. 


4. Qualification of an auditor 

There is no statutory provision regarding the qualification of an auditor of a sole- 
proprietorship or partnership business. Therefore, the auditor of such organisations need 
not be a chartered accountant. But a chartered accountant usually conducts audit of these 
types of organisations, because audit by a chartered accountant is advantageous to the or- 
ganisation. However, the partnership deed may provide for audit by a chartered 
accountant. 


18.5 RIGHTS, DUTIES AND LIABILITIES OF THE AUDITOR OF A 
SOLE-PROPRIETORSHIP OR PARTNERSHIP FIRM 


There is no specific provision in any statute, which contains the rights or duties or liabilities 
of an auditor of a sole-proprietorship or partnership business. In fact, the rights, duties and 
liabilities of an auditor of these types of organisations are the results of the agreement 
between the auditor and the firm itself. 


Auditor's right 

The auditor enjoys no statutory right, in case of audit of accounts of sole-proprietorship or 
partnership firm. However, for audit of accounts of these types of organisations the auditor 
has the right to get all the books of accounts, vouchers, supporting documents, relevant 
records and necessary information and explanations from the management, i.e. he must be 
provided all the facilities, which are required for the effective discharge of his duties. In 
addition to that, the auditor has the right to take expert advice on any technical point and 
give advice for the proper maintenance of books of accounts and of course he should have 
the right to receive the agreed remuneration after successful completion of his work. 


Auditor's duties 

An auditor of a sole-proprietorship or partnership organisation has no statutory duties to 
perform in conducting audit. But there is a contractual relationship between the auditor 
and his client. The auditor is also an agent of his client. Therefore, it is his duty under 
common law to exercise reasonable skill, care and caution in the performance of his work. It 
is his ethical duty to maintain confidentiality of all such information relating to the client’s 
business as he acquires this information in the course of his work. Moreover, his work is not 
complete, unless he gives a report to his client informing the outcome of audit or audit 
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findings. Such a report should include the following points: 
e Whether he could get all such books, records, vouchers and other documents, and 
obtain all such information and explanations from the management, as are necessary 
for the purpose of his audit. 


e Whether the balance sheet and the profit and loss account of the organisation are in 
complete agreement with the books of accounts as maintained by the firm. 

e Whether the books of accounts are adequate according to the nature and size of the 
business and whether these have been written correctly and properly. 

e Whether the balance sheet and the profit and loss account give a true and correct 
view of the state of affairs and of the profit or loss of the business respectively. 


The auditor should not hide any material information when he gives his report. In his 
report he should mention all frauds and material errors discovered by him in clear and 
unambiguous language. These are his duties relating to audit report. If the auditor has 
worked as an accountant, he should indicate the fact and the nature of his work in his 
report. 

Auditor's liabilities 

An auditor of a sole-proprietorship or partnership organisation has no specific statutory 
liability. However, as per common law an auditor is liable to his client for damages if he is 
negligent in the performance of his duties and by such negligence his client suffers loss. But, 
the nature of his work is an important determinant of the extent of his liability. If he is 
appointed for maintaining the books of accounts and records, he will not be held liable for 
the errors and fraud activated through the books of accounts and records in his individual 
capacity. In that case, he will be considered as servant of the company. 


18.6 POSITION OF AUDITOR OF A SOLE-PROPRIETORSHIP OR 
PARTNERSHIP FIRM 


The position of an auditor of a firm or individual is totally different from that of a company. 
In the case of acompany, audit is compulsory under the Companies Act. The Act lays down 
how the statutory auditor can be appointed and what are his specific duties and 
responsibilities, which cannot be curbed in any manner by the Directors, the shareholders 
or by the Articles of Association. 

The position of an auditor of an individual or firm is, on the other hand, completely 
different. Here, the auditor is mostly guided by the agreement between him and the 
individual or the partners, as the case may be, and by any expressed provision in the 
partnership deed. There is no specific statute, which lays down the duties and liabilities of 
the auditor of an individual or firm. Hence, it is said that the auditor of an individual or a 
firm has no statutory obligation to comply with. 

But whatever be the difference between the auditor of a company and the auditor of an 
individual or firm, the statement quoted above is not correct. It is true that the auditor of an 
individual or firm is outside the purview of the Companies Act, but it is equally true that 
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even he has certain statutory obligations as the following points reveal: 


1. Law of Agency 

There is an agent-principal relationship between the auditor and his client and hence an 
auditor is required to protect the interest of his client and performs his duties with utmost 
care and skill as required by the law of agency. 


2. Contract Act 


Once an auditor is given an offer to work as an auditor for an individual or firm in 
consideration for a fee and the auditor accepts the offer, there is a binding contract under 
the Contract Act, and the auditor is under statutory obligation to fulfil the terms of the 
contract. 


3. Chartered Accountants Act 


The Chartered Accountants Act, 1949 requires a chartered accountant in practice not to be 
negligent in his professional duty. Negligence in duty attracts disciplinary proceedings 
under the said Act. 


4. Indian Penal Code 


For giving false information or evidence etc. an auditor is liable for fraud under the Indian 
Penal Code. 


5. Income Tax Act 

Where an auditor of an individual or firm by the terms of appointment acts like an 
accountant on matters of income tax, he must guard against certain liabilities, which may 
arise under the Income Tax Act. 


From the above, it is clear that the auditor of an individual or firm is also not free from 
statutory obligation. 


18.7 REPORTS ON ACCOUNTS OF INDIVIDUAL OR 
PARTNERSHIP FIRM 


There is no statutory form of auditor’s report in the case of sole-proprietor and partnership 
firm. Often the auditors of sole-proprietors and partnership firms have nothing to say on 
the audited accounts except “Examined and found correct” or “Audited and found 
correct”. This form of reporting is not recommended, as it gives no indication of the extent 
of the examination of accounts that has been undertaken by the auditor. 

Having realised the need of a clear and appropriate report by the professional account- 
ants on the accounts of sole-proprietor and partnership firm, the Institute of Chartered 
Accountants in England and Wales issued a statement on the subject. 


According to the statement of the Institute, the audit report of a sole-proprietorship 

firm or a partnership firm should highlight the following aspects: 

1. Undertaking of accounting and auditing work for sole-proprietor and partnership 
firm is a matter of instruction of each particular client. Responsibility of the profes- 
sional accountant is governed by the scope of work assigned to be done and by the 
nature and extent of the records to be made available. 

2. The accountants should make it clear to the client at the engagement stage the 
responsibility he is accepting in relation to the accounts. This could be done by the 
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issue of an ‘engagement letter’ or by maintaining a proper record of the client’s 
instructions. 

3. The report should bear a specific mention of the extent of responsibilities accepted 
by them, opinion on accounts to truth and fairness should be expressed in the report 
only if such accounts have been audited. 

4. Where accountants have been instructed to prepare accounts but not to audit, the 
report on the accounts prepared should be titled as “Accountant's Report” and 
should be so carefully worded as to exclude the possibility of misunderstanding 
about the nature of the job. 

5. Where an audit has not been carried out, care should be taken that any reference to 
the accountant’s fees in the accounts or in footnotes or in correspondence with the 
client does not indicate them as audit fees. 

6. Accountants should not allow their names to be associated with the accounts, even 
though unaudited, which they believe give a misleading view. 

7. Accountants, when instructed to prepare accounts, should see that the accounts 
conform to accepted accounting principles. 

8. Reports on accounts prepared without audit should not be extended to include 
expression of opinion or to disclaim responsibility for any particular item. 

9. Where the instruction is to conduct audit, the same should be carried out on the prin- 
ciples of auditing. The accountant should see that he has audited the accounts and 
also should state whether such accounts present a true and fair view. 

10. Accounts prepared with or without audit should be approved by the client before 
the report is signed. 


18.8 COMPARISON OF COMPANY AUDIT WITH THE AUDIT OF 
SOLE-PROPRIETORSHIP AND PARTNERSHIP FIRM 


The distinction between audit of company with the audit of sole-proprietorship and 
partnership firm is given in Table 18.1. 


TAAR Distinction in the audit of different kinds of companies 


Point of Company audit Partnership Sole-proprietorship 
distinction firm audit audit 


1. Legal requirement Companguditis compul- Partnershifirmauditis not Audibfsole-proprietorship 
soryundeitthe Companiescompulsorynderthe Part- businesisnotcompulsory 
Act. nershict. undeanyAct. 


2. Qualificatioof auditor Onlya charteredccount- Thereis no statutorprovi- Theauditopfa sole-prop- 
anthaving fulltimecertifi- sionegardingualificationf rietorshijpusinessanbe 
cate of practice can be an auditorof a partnershipanypersoras thereis no 
appointeds auditoina firm. prescribedualificatiom 
company this respect. 


Contd. 


Contd. 
3. Areaofaudit 


4. Statusftheauditor 


5. Rights and duties 


6. Auditds report 


7. Auditds 
independence 


Natureandareaofauditin Natureandareaofauditde- 
this case is totally gov- pendson the termsof ap- 
ernecbytheprovisionef pointment. 
theCompanie&ct. 
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Thesoleproprietowillde- 
cideaboutthenatureand 
areaofaudiandshouldde 
Includedin the appoint- 
ment letter 


Thecompanguditorson Theauditoofa partnershipTheauditors anagenif 


theonehandanagentof firmis onlyanagentof the 
the shareholderandon_ partners. 
theothehandheistreated 

as an officer of the 

company 


Thecompanyuditohas Theauditoofa firmhasno 
specifistatutoryightand specifistatutoryightsand 
dutiesunderthe Compa- dutiespnlythecommoitaw 
niesAct. will apply 


Thecontentgf the audi- Thereis no statutorprovi- 
tors report are clearly sionrelatingo auditcs re- 
specifieththeCompaniesport.He has to submitthe 
Actandrequiretobesub- report to the partners. 
mittedo theshareholders 

only 


NoDirectoor shareholderTheauditonasmuchessin- 
caninterferén his rights dependenae hisworkand 
anddutiesashehasinde- thepartnerganinterferén 
pendence in his work. his rights and duties. 


the proprietotHe cannot 
betreateds an officenf 
the organisation. 


Theauditoofa sole-pro- 
prietorshif»usinessalso 
has no specificstatutory 
rightsanddutiesOnlythe 
commorawwillapplyin 
this case. 


No statutoryprovisions 
thereconcerningn audi- 
tors reportHesubmit&is 
report to the proprietor 


The proprietorcan also 
interferén the rightsand 
duties of the auditor 


8. Liabilities of auditors Theauditoof a company Theauditoof a partnership Theauditoof a sole-pro- 
hasspecifistatutoriabili- firmhasnospecifistatutory prietorshifousinesshas 


tiesunderthe CompaniesiiabilitiesBut,heis liableto 
Act. thepartnerfornegligenoaf 


nospecifistatutorvabili- 
ties.Heisliableonlytothe 


duty under the common lawoprietdornegligenoef 


duty underthe common 
law 


9. Appointmenfauditor Theauditorsreappointed Theauditois appointeds Theauditoisappointebly 
bytheshareholdefathe per the agreemenamong theproprietaandnolegal 


annual general meeting.thepartnergr as perprovi- 


provisioexistgortheap- 


sions of the partnershippointmerdfanauditoina 


deed. 


sole-proprietorshibusi- 
ness. 


Contd. 
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Contd. 


10. Nature of work Inacompangudittheau- The auditorhas to check No law or internadocu- 


ditorhasto checkwhether merelyhecomplianoafthe mentsegulatéheafairs 
theprovisioneftheCom- provisionefthepartnershiosof a sole-proprietorship 
paniesActrelatingo the deedthoseprovisionsfthe business‘The proprietor 
books of accountsand PartnershiAct,whichhave cankeepaccountaccord- 
other records,basicac- bearingnfinancialransac- ing to his own require- 


countingoliciescertaini- tions and accounts. mentsandcanappointhe 
nancial transactions, auditotocheclonlythose 
preparatioandpresenta- specifia@reasas he feels 
tionoffinanciastatements necessary 

etc. have been duly fol- 

lowed or not. 


18.9 LEGAL VIEWS AS REGARDS AUDIT OF INDIVIDUAL AND FIRM 


ase Study eZ 


1. Case: Leech vs Stokes Bros. & Prim (1937) 


Fact of the case: The defendants had prepared accounts for a number of years for a 
firm of solicitors for the purpose of submission to the inspector of taxes. No balance 
sheet was ever prepared. The instructions were given by one of the partners, Dublin, 
and on his death, a new partner employed another accountant to audit the accounts, 
as a result of which defalcations by the cashier of client’s money were discovered. 
Action for damages on the ground of negligence was brought against the 
defendants. 
Legal view: The negligence alleged were as follows: 

e Failure to prepare a balance sheet 

e Failure to vouch or test certain fees brought into the accounts 

e Failure to reconcile the bank account and cash 
The defendants were able to prove that they were not employed to audit the 
accounts but only to prepare a profit and loss account for income tax. 
The courts found that there was no negligence in not preparing a balance sheet or in 
not refusing to prepare a profit and loss account until the books were written up to 
enable them to prepare a balance sheet. 


. Case: Smith vs Sheard (1906) 


Fact of the case: The plaintiff had incurred losses owing to the defalcations of an em- 
ployee. The actual contract with the accountant was in question. The defendant 
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denied that he had ever agreed to audit the books; he was only instructed to check 
the postings in order to make out a balance. But in sending the bill of charges, his 
clerk had inadvertently used the word “audit”, instead of “auditing of postings”. 
The accounts and balance sheet sent in did not contain any signature or certificate. 
Legal view: It was held that the accountant was liable for damages. The jury found 
that there was a contract to audit, though the decision was very much against the 
opinion of the judge. 

. Case: Trustee of Apfel vs Annan, Dexter and Co. (1926) 

Fact of the case: The trustee in bankruptcy of Apfel sought to recover damages from 
the defendants in that they had failed to discover that large sums had been con- 
verted to their own use by the sons of the bankrupt. The plaintiff alleged that the 
defendants were employed as auditors. The defendants replied that they were 
employed only as accountants to prepare such accounts as were necessary for the 
purpose of income tax returns. The form of certificate used was “prepared from the 
books of Mrs. Adele Apfel, and in accordance therewith” but the account of charges 
and the covering letter referred to “the audit of your accounts” and “auditing”. 
Legal view: It was held that the work the defendants were instructed to do and the 
work they actually did, was accountancy for a specific purpose, and that they were 
not liable for the loss. It was suggested in this case that the accountants should have 
discovered the frauds if they had examined into the books for the months following 
the date to which the accounts were made up. But the learned judge pointed out that 
they had no right to examine the books for the year following that for which they 
were engaged, and ought not to be prejudiced by what might have come to light if 
they had examined the later records. 


POINTS TO PONDER 


e Unlike company form of organisation, there is no compulsion in conducting audit for sole- 


proprietorship and partnership firms. As the owners of these types of organisations have 
direct control over the day-to-day management and accounts, legally it is not required to 
conduct audit. 

The sole-proprietorship and partnership firms having large business houses are found to 
get their accounts audited due to the inherent advantages of audit. 

The audit of accounts of the sole-proprietorship and partnership firms is not governed by 
any specific statute. Hence the appointment of auditor in these types of organisations 
depends upon the contract entered into between the owner/s with the auditor. 

In order to conduct audit in a sole-proprietorship and partnership firm, the auditor 
should take a number of preparatory steps, which includes ascertainment of the scope of 
audit, knowledge about the business and accounting system, list of principal officers, 
knowledge of technical details, communication with the previous auditor, instruction to 
the proprietor and preparation of audit programme. J 
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Before the conduct of an audit of the accounts of the sole-proprietorship firm m 
partnership firm, the auditor should first of all obtain from his client a clear-cut 
instruction as to his scope of work and nature of assignment. In the absence of any such 
clear-cut instruction, the auditor is required to perform complete audit, otherwise he may 
be held liable for the damages caused to the business for his failure to conduct complete 
audit. 

Audit of sole-proprietorship and partnership firm is not compulsory. As a result, auditor 
of such a business is required to get clearly in writing from his client as to what area he has 
to cover exactly. Usually the auditor of such organisations need not be a chartered 
accountant. 

There is no specific provision in any statute, which contains the rights and duties or 
liabilities of an auditor of a sole-proprietorship or partnership business. In fact, the rights, 
duties and liabilities of an auditor of these types of organisations are the results of the 
agreements between the auditor and the firm. In the absence of agreement his rights, 
duties and liabilities are governed by the common law. 

The position of an auditor of a firm or individual is totally different from that of a 
company. Though there is no specific rule that governs the activities of an auditor of a firm 
or individual, he is not free from statutory obligations. 

There is no statutory form of auditor’s report in the case of sole-proprietorship and 
partnership firm. J 


REVIEW QUESTIONS 


Short-answer Questions 


1. 


2. 
3. 


4. 


Is the audit of sole-proprietorship business compulsory? 
Is the audit of partnership business compulsory? 

“The auditor of an individual or a firm has no statutory obligation to comply with.” 
Comment. 


Can an auditor be appointed by a partner or his legal representative to audit the accounts of 
a firm? 


Essay-type Questions 


1. 


2. 


Discuss the appointment, scope of work, rights and duties of an auditor of a sole- 
proprietorship business. 
What are the advantages of the audit of a partnership firm? What special points should be 
included in the audit report in respect of such an audit? 
Describe the steps to be taken by the auditor before commencement of a new audit of a 
partnership firm. 
State the special points to be considered while conducting audit on behalf of the following 
perons: 
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e A sleeping partner 
e A retiring partner 
e The legal representatives of a deceased partner 


5. Does the audit of accounts of a partnership firm differ from that of a company? If so, in what 
respect? 


19.1 
19.2 
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19.1 INTRODUCTION 


The audit of government accounts and the accounts of public sector undertakings has a 
special significance and importance in view of the public accountability of government and 
innumerable transactions involving large sums of public money. Government audit is 
totally different from audit of commercial firms and the audit of public sector undertakings 
has the features of both commercial audit and government audit. 


19.2 AUDIT OF PUBLIC SECTOR UNDERTAKINGS 


Special statutes have been set up for audit of several public sector undertakings. In many of 
such undertakings the C&AG has to conduct statutory audit. In some of the undertakings 
though professional accountants conduct the statutory audit, the C&AG is empowered to 
conduct separate audit, independent of statutory audit. Moreover, in government 
companies, which are governed by the Companies Act, the C&AG has the power to direct 
the manner in which the accounts shall be audited by the statutory auditor and the C&AG 
can conduct test audit or supplementary audit in government companies. 

In fact, public sector undertakings are of three different types, which are as follows: 

e Departmental commercial undertakings 

e Statutory corporations 

e Government companies 

Departmental commercial undertakings are those concerns, which are directly 
controlled by a ministry or department of the government. Examples of these are Indian 
Railways, Post and Telegraph, Bharat Sanchar Nigam Limited etc. Statutory corporations 
have been set up by special Acts of parliament and they are governed by such Acts. 
Examples of such corporations are the Life Insurance Corporation of India, the Reserve 
Bank of India, the State Bank of India, and the nationalised banks. Government companies 
are the third type of public sector undertakings. These companies are registered under the 
Companies Act and are also governed by the said Act. There are innumerable central and 
state level public sector undertakings in our country. 


19.2.1 Some Special Features of Public Sector Undertakings 


The public sector undertakings differ from private sector undertakings in many ways and it 
is necessary to keep them in mind before actually undertaking the audit of such 
undertakings. Some important features of public sector undertakings affecting audit are as 
follows: 


1. Different forms 


These undertakings have been set up mainly in three forms, viz. departmental commercial 
undertakings, statutory corporations and government companies. All these three forms 
differ substantially from the point of view of their establishment, operations and 
operational autonomy. 


2. Governing Acts and provisions 


Majority of these undertakings have been set up as government companies under the 
Companies Act, 1956 just like any other company in the private sector. These companies are 
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governed by the provisions of the Companies Act. A few undertakings have been set up as 
departmental undertakings and their operational autonomy is quite limited as they are 
under the direct control of the government. Statutory corporations are governed by the 
special statute and Act. 


3. Profit motive 

These undertakings are desired to observe business and commercial principles and are also 
required to earn profits. However, the profit motive cannot be the overriding factor in their 
case as it is in private companies. 


4. Managerial personnel 

Several managerial personnel in these undertakings come from the government 
departments and not from the commercial or industrial fields. As a result, the approach of 
the management is not the same as we find in case of private commercial undertakings. 


5. Accountability 

The autonomy of the management of these undertakings is severely restricted due to 
stricter control and accountability of the management to the government and to the 
parliament and several other agencies. The managing director of a public sector 
undertaking is not as free to act as in case of a private undertaking. 


6. Government policy 

For several matters, the management of these undertakings is guided and directed by the 
concerned ministry. The minister concerned controls them formally as well as informally. 
The government is empowered to lay down policies, issue directions, appoint or replace 
top officials, approve capital expenditures beyond a prescribed limit, sanction borrowings 
and investments etc. 

7. Reporting 

Every undertaking is required to submit its annual report in detail in the parliament every 
year. There is a parliamentary committee known as committee on public undertakings, 
which examines their workings in detail. On the basis of the report submitted to the 


parliament, action has to be taken on it within the stipulated period. The report on action 
taken is also submitted in the parliament. 


8. Audit 


The professional accountants normally undertake the audit of these undertakings, but the 
Comptroller and Auditor General of India has the power to conduct an efficiency-cum- 
propriety audit of these undertakings. 


19.3 DISTINCTION BETWEEN AUDIT OF PUBLIC SECTOR 
UNDERTAKINGS AND AUDIT OF PRIVATE SECTOR 
UNDERTAKINGS 


The auditor should keep in mind the distinction between the audit of private sector 
undertakings and that of public sector undertakings. This is quite necessary, as the 
professional accountants are required to audit the accounts of both types of undertakings. 
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The auditor of a private sector undertaking is, in general, required to undertake the 
verificatory audit and has to give his opinion as to whether the profit and loss account and 
the balance sheet exhibit true and fair state of affairs of the undertakings. He has nothing to 
do with the impropriety of the actions of the management. He is not required to question 
the points of inefficiency of the management. 

The auditor of a public sector undertaking has to adopt some of the techniques of the 
government audit and at the same time should follow the standard practices and 
techniques of audit of a private concern. It seeks to verify whether the expenditure 
conforms to the various provisions of the law and the rules and whether every officer has 
exercised the same vigilance in respect of expenditure incurred from public money, as a 
person of ordinary prudence would exercise in respect of expenditure of his own money. It 
also seeks to verify whether the expenditure was necessary and whether the individual 
items of expenditure give the best results. 

It has been found in practice that the auditors of the public sector undertakings have 
been adopting bolder approach as compared to those of private sector undertakings. A 
qualified report by the auditors of private sector undertakings is given only in very 
exceptional circumstances and is rare. But it is not so in case of public sector undertakings. 

We have three forms of public sector undertakings as already mentioned earlier. They 
are departmental commercial undertakings, statutory corporations and the government 
companies. Let us discuss the provisions and procedures of audit of these different types of 
undertakings separately. 


19.3.1 Audit of Departmental Commercial Undertakings 


Several central government commercial undertakings have been set up in the country as 
departmental commercial undertakings. They are administered as a part of the 
department, like any government department. The departmental commercial undertakings 
have been defined as those, which are maintained mainly for the purpose of rendering 
services or providing supplies of certain special kinds on payment for the services rendered 
or the articles supplied. They are required to work to a financial result determined through 
accounts maintained on commercial principles. The examples of these undertakings are: In- 
dian Railways, Indian Security Press, Chittaranjan Locomotive Works, Post and Telegraph 
Department etc. 
The main features of departmental commercial undertakings are as follows: 


e The enterprise is financed by annual appropriations from the treasury and a major 
share of its revenue is paid into the treasury. 

e The enterprise is subject to the budget, accounting and audit controls applicable to 
other government activities. 

e The enterprise is generally organised as a major sub-division of one of the central de- 
partments of government. 

e The employees of these types of enterprises are civil servants. 

e The enterprise possesses the sovereign immunity of the state and may be sued 
without the consent of the government. 


Under Article 149 of the Constitution of India, the Comptroller and Auditor General of 
India is empowered to conduct audit of departmental undertakings. The audit is primarily 
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in the nature of commercial audit, but it is extended to include the examination of the 
regularity and propriety of transactions, authority of expenditure etc. The commercial 
audit of the C&AG mainly aims at verifying the adoption of commercial principles in the 
preparation and presentation of statements showing financial result and financial position 
of the undertaking, the completeness and accuracy of the preparation and presentation, the 
correctness of the allocation of expenditure between capital and revenue, the fairness of the 
valuation of the assets and liabilities, the adequacy of the provisions for depreciation, bad 
debts etc. 

The function of the auditor in this case is also to ensure that the subsidiary accounts are 
so prepared as to render it possible to compare the relative efficiency of government 
trading and manufacturing institutions with one another or with similar non-government 
institutions. The audit of such undertakings is more than the verificatory audit and efforts 
are made to analyse the workings of these undertakings in details so that weaknesses, if 
any, may be brought to light and remedial measures may be taken in future. 


19.3.2 Audit of Statutory Corporations 


A few statutory corporations have also been set up in the country to undertake the 
commercial and industrial activities. For the establishment of these corporations, special 
Acts have to be enacted through Parliament. There are several corporations in financial 
areas, such as Reserve Bank of India, State Bank of India and Life Insurance Corporation of 
India. Some of these corporations such as Oil and Natural Gas Commission, Air India etc. 
are also working in the non-financial areas. 

The main features of statutory corporations are given below. 

e Itis generally established by a special law defining its powers, duties and obliga- 

tions. 

e Itis wholly owned by the state. 

e Asa body corporate it has a separate entity for legal purposes. 

e Statutory corporations are usually independently financed. 

e Itis not ordinarily subject to the budget, accounting and audit laws and procedures, 

applicable to non-corporate agencies. 

The enabling statutes of these corporations have made provision for the audit of these 
corporations. In some cases, the auditor general is fully empowered to undertake their 
audit and in some cases, the audit is undertaken by the professional accountants. In fact, the 
audit of each statutory corporation is conducted as per provisions contained in the 
applicable Act and such provisions vary from one corporation to another. 

The form and the contents of the audit report, as prescribed for different corporations, 
are similar to those prescribed under the Companies Act, 1956. Besides, the nature of audit 
and the powers and responsibilities of the auditor in the case of statutory corporations are 
almost similar to those as in case of company audit. 


19.3.3 Audit of Government Companies 


A government company is one in which not less than 51% of the paid-up share capital is 
held by the central government, one or more state governments or jointly by the central 
government and one or more state governments. 
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Audit of government companies is governed by Section 619 of the Companies Act, 
1956. The important provisions relating to the audit of government companies as contained 
in Section 619 are given below: 


1. Appointment of auditor 
The auditor of a government company is appointed or reappointed by the central govern- 
ment on the advice of the C&AG of India [Section 619(2)]. 

The limits of company audit as specified in Sub-sections (1B) and (1C) of Section 224 
also apply in relation to the appointment or reappointment of an auditor of a government 
company. 

2. Remuneration 
The Act is silent about the fixation of remuneration of an auditor of a government company. 


As the central government is the appointing authority, it is natural that the remuneration of 
the auditor will be fixed by the central government. 


3. Audit procedure 
C&AG requires that the auditor gives specific answers to questions, which are contained in 
a questionnaire that the auditor gets from the C&AG. This is in addition to the report to be 
submitted by the auditor under Section 224 of the Companies Act. In fact, the C&AG has 
the power to direct the manner in which the accounts of the government companies shall be 
audited by the auditor and to give such instructions in regard to any matter relating to the 
performance of his functions as such [Section 619(3)(a)]. 

The direction of the C&AG as per Section 619(3)(a) in questionnaire form includes 
specific questions on the following matters: 

e System of accounts and book-keeping 

e Internal control 

e Manufacturing and production accounts 

e Profit and loss account 

e Balance sheet 

e General review 

e Accounting policies 

e Financial notes 

Therefore, the auditor of a government company first of all conducts a full company 
audit, which concludes in giving a report as per provisions of Section 224 of the Companies 
Act. In addition to the audit report, the auditor is required to send a special report contain- 
ing the answers to the questions of the questionnaire of the C&AG only. This is not within 
the scope of company audit or duties of the company auditor under the Companies Act. 


4. Supplementary audit by the C & AG 


The C&AG has the power to conduct the supplementary audit of the accounts of the 
government companies by his authorised person [Section 619 (3)(b)]. The C&AG also 
conducts another type of audit in government companies on a regular interval on the basis 
of the power under Section 619 (3)(b). This audit is in the nature of propriety-cum- 
efficiency audit under which the activities of the company, its performance, various 
transactions, utilisation of assets and other facilities, managerial effectiveness etc. are 
examined. 
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5. Audit report 


The statutory auditor of these types of companies has to submit a copy of his audit report to 
the C&AG who has the right to comment upon the report. Any comments of the C&AG to 
the audit report are required to be placed before the annual general meeting of the 
company at the same time and in the same manner as the audit report [Section 619(5)]. 


19.4 GOVERNMENT AUDIT 


Government audit means the audit of accounts of departments and offices of the central 
government, the state governments and the union territories. Under Article 149 of the 
constitution of India, the C&AG of India is empowered to conduct complete audit of 
accounts of governments and of those undertakings, which are directly under a ministry or 
government department. 


Objectives 
An introduction to Indian government accounts and audit, a book issued under the 
authority of the C&AG of India, states that the main objectives of the government audit are 
to ensure the following: 
1. That there is provision of funds for the expenditure duly authorised by a competent 
authority. 


2. That the expenditure is in accordance with a sanction properly accorded and is 
incurred by an officer competent to incur it. 

3. That the payment has, as a fact, been made and has been made to the proper person 
and that it has been so acknowledged and recorded that a second claim against the 
government on the same account is impossible. 

4. That the charge is correctly classified and that if a charge is debitable to the personal 
account of a contractor, employee or other individual, or is recoverable from him un- 
der any rule or order, it is recorded as such in a prescribed account. 

5. That in the case of audit of receipts of sums due are regularly recovered and checked 
against demand and sums received are duly brought to credit in the accounts. 


6. That in the case of audit of stores and stock, where a priced account is maintained, 
stores are priced with reasonable accuracy and that the rates initially fixed are 
reviewed from time to time, correlated with market rates and revised when 
necessary. 

7. That the articles are counted periodically and otherwise examined for verification of 
the accuracy of the quantity balances in the books and that the total of the valued 
account tallies with the physical numerical balance of stock materials at the rates 
applicable to the various classes of stores. 

8. That expenditure conforms to the following general principles which have, for long, 
been recognised as standards of financial propriety: 


(a) That the expenditure is not prima facie more than the occasion demands, and 
that every government servant exercises the same vigilance in respect of 
expenditure incurred from public money as a person of ordinary prudence 
would exercise in respect of expenditure of his own money. 
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(b) That no authority exercises its powers of sanctioning expenditure to pass an 
order which will be, directly or indirectly, to its own advantage. 

(c) That public money is not utilised for the benefit of a particular person or section 
of the community unless 

e the amount of expenditure involved is insignificant, or 
e a claim for the amount could be enforced in a court of law, or 
e the expenditure is in pursuance of a recognised policy or custom. 

(d) That the amount of allowances granted to meet expenditure of a particular type 
is so regulated that the allowances are not, on the whole, sources of profit to the 
recipients. 

Ina nutshell, government audit encompasses two main elements. These are as follows: 
(i) Fiscal accountability—audit of provision of funds, sanctions, compliance and 
propriety 

(ii) Managerial accountability—audit of efficiency, economy and effectiveness 


19.5 DISTINCTION BETWEEN GOVERNMENT 
AUDIT AND COMMERCIAL AUDIT 


Government audit is not same as commercial audit. Certain special aspects are required to 
be covered under government audit, which are not required for commercial audit. 

The distinction between government audit and commercial audit can be outlined in the 
following ways, as shown in Table 19.1. 


WARS (Ch Distinction between government and commercial audit 


Points of distinction 
1. Nature of audit 


2. Auditor 


3. Dominating factor 


4. Preparatioofaccounts 


Government audit Commercial audit 


Governmertuditis conductedlmost Commercialditsmostlperiodicah 
continuoustyroughowheyeaybecause nature. 

thenumbeof transactionis manyand 

involves large sums of money 


TheauditoficersoftheIndianAuditand Mostlprofessionaharteredccount- 
AccountsDepartmentdo government ants conduct commercial audit. 
audit. 


Propriety-cum-efficieaagitis predomi- Thisaspecis notstrictlyadheredn 
nant in government audit. case of commercial audit. 


In this case, the indian Audit and Accolmtsmmercialudittheauditoaudits 

Departmeninditsfieldofficeprepar@r theaccountpreparedy others The 

compilethe majorpart of government auditors notat all responsiblfrthe 

accounts and also audit the accounts. preparatioand/orcompilatioof ac- 
counts. 


Contd. 
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Contd. 


5. Method of accounting Ingovernmeatudittheauditohastosee Incommercialudittheauditohasto 


whethetheaccounthavebeerprepared seewhethetheaccounthavebeen 
accordingto the prescribedrule of preparednthebasisof doubleentry 


government accounts. system. 
6. Objective Governmeatdiisconcernewithexam- Theprimarpbjectivefthisaudits to 
ining the propriety of expenditure. see whethetthe balancesheetpre- 


paredjivesa trueandfairviewsofthe 
stateofaffairsftheenterprisendthe 
profiandlossaccoungivesa trueand 
fair viewof the profitor loss of the 
enterprise. 


7. Vouchingfpayment Governmeaspendingsdonebythetreas- Incommercialficesthecashiedoes 


ury officeror disbursemerficey who nothavéomakesuchascrutinpefore 
makesidetailegcrutinpfthebillssefore paymenSo,paymentsequireoroper 
payment.So, governmentauditoris vouching in commercial audit. 
relieved of detailed checking of payments. 


In fact, the government auditor, unlike the independent financial auditor, is concerned 
with examining the economy, efficiency and effectiveness (i.e. three E’s) of various schemes 
or projects. The government auditor seeks to get the following answers. 

e Whether the projects have been completed at the minimum cost, i.e. whether the 

project cost is economical or not. 

e Whether the project has efficiently been completed, i.e. whether the projects are 

suffering from deficiencies or not. 

e Whether the projects have been performed in the most effective way, i.e., whether 

the projects become successful projects or not. 

It can, thus, be seen that the objectives of government audit are much wider than those 
of independent financial audit. In government audit, there is a greater emphasis on 
examining compliance with standards of financial propriety, compliance with rules and 
procedures and the efficiency and performance of various projects or schemes than in an 
independent financial audit. The difference in objectives of audit generates from the 
consideration of public interest and the urge to exercise stringent financial controls over 
public money. 


19.6 COMPTROLLER AND AUDITOR GENERAL OF INDIA 


Under the Constitution of India the position of the C&AG of India is similar to that of the 
judge of the Supreme Court of India. He enjoys an independent status under the 
Constitution of India. The C&AG is appointed as per constitutional provision and his terms 
and conditions of service, powers and duties, rights and responsibilities are governed by 
the relevant Act of parliament. 
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The Constitution of India gives a special status to the C&AG and contains provisions to 
safeguard his independence. Following are the important provisions with regard to C&AG: 


1. Appointment and removal 

Article 148 of the Constitution provides that the C&AG shall be appointed by the President 
of India and can be removed from office only in a like manner and on the like grounds as a 
Judge of the Supreme Court. Thus, the C&AG can be removed only on the ground of 
proven misbehaviour or incapacity and only through an order of the President of India 
after each house of Parliament has recommended the removal by the required majority. 


2. Remuneration 

The salary and other terms of service of the C&AG are determined by the Parliament. His 
term of office is six years, unless within this term he reaches the age of 65 years, in which 
case his term will extend only up to 65 years. However, he can resign from his office at any 
time by submitting a resignation letter to the President of India. 


3. Duties 
The Act assigns the C&AG the following duties with regard to audit: 

e To audit and report on all expenditures from the consolidated fund of India and the 
consolidated fund of each state / union territory with a legislative assembly. 

e To audit and report on all receipts which are payable into the consolidated fund of 
India and consolidated fund of each state/union territory with a legislative 
assembly. 

e To audit and report on all transactions of the union and of the states relating to 
contingency funds and public accounts. 

e To audit the accounts of stores and stocks kept in any office or department of the 
union or of a state. 

e To audit and report on all trading, manufacturing and profit and loss accounts, 
balance sheets and other subsidiary accounts kept in any department of the union or 
of a state. 

e To audit and report on all receipts and expenditures of any body or authority if it is 
substantially financed by grants or loans from the Consolidated Fund of India or 
from the Consolidated Fund of any state/union territory that has a legislative 
assembly, subject to the provisions of any applicable law in force. 

e To scrutinise the procedure by which the sanctioning authority satisfies itself re- 
garding the fulfilment of the conditions of any grant or loan given for any specific 
purpose from the consolidated fund of India or from the consolidated fund of any 
state / union territory that has a legislative assembly. 

e To audit the accounts of government companies and corporations in accordance 
with the provisions of the Companies Act, 1956 or other relevant legislation. 

e To audit the accounts of certain other bodies or authorities at the request of the Presi- 
dent of India/ governor of any state / administrator of a union territory having a leg- 
islative assembly. 
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e To conduct audit in any body or authority not within his auditing jurisdiction, if he 
considers that such an audit is necessary in view of substantial government 
investment or advances. However, it has to be proposed to the President of India or 
governor of the concerned state or administrator of the concerned union territory in 
public interest and get the approval before such audit takes place. 


4. Powers 
To discharge the above duties, the C&AG will be given the following powers: 

e He can visit any office of the government, where principal or subsidiary accounts are 
kept. 

e He can require that the books of accounts, supporting papers and documents 
relating to the transactions under audit are to be sent to a place to be specified by him 
for the purpose of examination. 

e He can call for any information from appropriate persons, which he may require for 
the performance of his duties. 

e He can make any such queries or observations to the persons in charge of affairs in 
an office, as he may consider necessary. 

e In carrying out the audit, the C&AG has the power to dispense with any part of de- 
tailed audit of any accounts and class of transactions and to apply such limited 
checks in relation to such accounts or transactions as he may determine. 


5. Audit report 

Article 151 of the constitution requires that the audit reports of the C&AG relating to the 
accounts of the central/state government should be submitted to the President of India/ 
governor of the concerned state who shall cause them to be laid before the parliament/ state 
legislature. 


POINTS TO PONDER 


e The audit of government accounts and the accounts of public sector undertakings has a 
special significance and importance in view of the public accountability of government 
and innumerable transactions involving large sums of public money. 

e Government audit is totally different from audit of commercial firms and the audit of 
public sector undertakings has the features of both commercial audit and government 
audit. 

e Special statutes have been set up for audit of several public sector undertakings. In many 
such undertakings, the C&AG has to conduct statutory audit. In some of the undertakings 
though professional accountants conduct the statutory audit, the C&AG is empowered to 
conduct separate audit. 

e Public sector undertakings are of three different types: departmental commercial 
undertakings, statutory corporations and government companies. Public sector 
undertakings differ from private sector undertakings in many ways and it is necessary to 
keep them in mind before actually conducting the audit of such undertaking. 


s EE _—____—_ 
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e The audit of a public sector undertaking has to adopt some of the techniques of the) 
government audit and at the same time should follow the standard practices and 
techniques of a private concern. The auditors of the private sector undertakings are 
adopting bolder approach as compared to those of private sector undertakings. 

e The Comptroller and Auditor General of India is empowered to conduct audit of 
departmental undertakings. The audit is primarily in the nature of commercial audit, but 
it is extended to include the examination of the regularity and propriety of transactions, 
authority of expenditure etc. 

e In case of statutory corporations the auditor general is fully empowered to undertake 
their audit and in some cases, the professional accountants undertake the audit. In fact, 
the audit of each statutory corporation is conducted as per the provisions contained in the 
applicable Act and such provisions vary from one corporation to another. 


e The provisions of the Companies Act govern audit of government companies. The C&AG 
has the power to conduct supplementary audit of the accounts of the government 
companies. The statutory auditor of these types of companies has to submit a copy of his 
audit report to the C&AG who has the right to comment upon the report. 

e Under the Constitution of India the position of the C&AG of India is similar to that of the 
judge of the Supreme Court of India. His terms and conditions of service, powers and 
duties, rights and responsibilities are governed by the relevant Act of the Parliament. 

e Article 151 of the Constitution requires that the audit reports of the C&AG relating to the 
accounts of the central/state government should be submitted to the President of India / 
governor of the concerned state who shall cause them to be laid before the parliament / 
state legislature. 


d 


REVIEW QUESTIONS 


Short-answer Questions 


1. How is the auditor of a government company appointed? 
. What are the basic features of statutory corporation? 

. State the objectives of government audit. 

. Who conducts government audit? How is he appointed? 
What is a government company? 

What do you mean by ‘supplementary audit’ by C&AG? 
. State the main features of departmental undertakings. 
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. State the appointment procedure and terms of office of C&AG of India. 


Essay-type Questions 
1. Describe the procedure of auditing for government accounts and the accounts of public 
sector undertakings. 


2. How does government audit differ from commercial audit? Describe the broad objectives of 
government audit. 
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3. 


4. 


Indicate the main features of public sector undertaking. How is it different from private 
sector undertakings? 

Define government company. How is the auditor of a government company appointed and 
removed? What are the powers and duties of the auditor? 


Describe the manner in which the Comptroller and Auditor General controls the audit of 
government companies. 


State the objectives of audit of government accounts and compare them with those of the 
audit under the Companies Act. 


Describe the provisions of the Companies Act relating to the audit of government 
companies. 


Describe the main features which affect auditing of public sector undertaking. 


Describe the procedure for audit of (a) departmental undertakings and (b) statutory 
corporations. 
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20.1 INTRODUCTION 


In recent years there has been a rapid development in the use of computers as a means of 
producing financial information. This development has created certain problems for the 
auditor in that although general auditing principles have not been affected, it is sometimes 
necessary to use specialised auditing procedures and techniques. 

As a result of this, there has emerged from within the accounting profession a group of 
electronic data processing (EDP) audit specialists, equipped with sufficient technical 
expertise to make an intelligent analysis of complex computer audit situations. 

The intention of this chapter is to outline the various factors, which need to be taken 
into consideration in evaluating internal control within EDP systems and to draw attention 
to the modifications in audit procedures, which may be required in certain circumstances. 


20.2 GENERAL APPROACH TO AN EDP-BASED AUDIT 


It is normal for the auditor to base his approach to an EDP-based audit upon two 
completely separate types of review: 


20.2.1 Organisational Review 


Organisational review is the review of the organisational controls within the computer 
installation itself. This review seeks to examine the internal control within the computer 
installation, to ensure the following: 
(a) An acceptable standard of discipline and efficiency is maintained. 
(b) An adequate division of duties exists, thus preventing any undue concentration of 
functions. 


Serious weaknesses in internal control within the EDP department itself can throw 
doubt on the validity of all the data it produces. 


20.2.2 System Review 


System review is a detailed review of the controls operating within each computer-based 
accounting system. This review seeks to establish that controls operate within each 
individual system which, inter alia, ensure the following: 

(a) All data is completely and accurately processed 

(b) Permanent data is adequately protected 

(c) A satisfactory ‘audit trial’ exists 

Both types of review are carried out by the use of questionnaires and these 

questionnaires are based on the ‘key question’ principle. It is necessary to evaluate both the 
general and computer questionnaires together to obtain a proper understanding of the 
system and to access the significance of individual controls. 


20.3 COMPUTER INSTALLATION REVIEW 


The organisational review seeks to establish that there are no serious internal control 
weaknesses within the installation, which could throw doubt on the validity of the 
information produced. 
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Adopting this approach, the auditor should seek to establish that six key controls 
operate within the installation. These controls are as follows: 


1. Controls by management over the activities of the EDP function 


The degree of control which general management should exercise over the EDP 
department will depend both upon the nature and complexity of the business and the 
complexity of the computer installation. 
The following minimum standards should, however, apply: 
(a) The EDP manager should report directly to senior management. 
(b) All significant aspects of EDP activity should be regularly reported. 
It should therefore be ascertained that the person to whom the EDP Manager reports is 


a member of the senior management team and has sufficient authority to ensure that the 
department will receive adequate support and effective management. 


The auditor should also enquire into the manner in which the activities of the 
department are reported to senior management. Ideally, a monthly control report should 
be prepared, which should include the following information: 

(a) An analysis of computer usage, showing productive and non-productive time 
separately 

(b) A manpower allocation report 

(c) A report on projects under development 

(d) An analysis of expenditure against budget 


2. Controls to ensure the continuing existence of EDP facilities 


Arrangements should exist within every EDP installation, which attempts either to 
eliminate or to minimise the possibilities of EDP facilities being completely destroyed by 
any reason. These arrangements are significant in that the loss of certain vital information 
could seriously disrupt an organisation’s general business and profitability. 


The auditor should enquire into the existence of the following controls: 


(a) Insurance cover The following risks should be insured: 
e Loss of equipment 
e Loss of file devices 
e Reconstruction of files (i.e. the cost of reconstituting the data from external sources) 
e Consequential loss 
e Employee fidelity 
(b) Emergency precautions The operating area should be fitted with fire-detection 
equipment and also with fire-fighting equipment. The computer operators should also be 
fully aware of the emergency procedures to be adopted in the event of fire. Adequate 


security measures should also exist to ensure that authorised persons could not gain access 
to key areas within the department. 


(c) Stand-by facilities Arrangements should exist whereby data can be processed at an- 
other installation in the event of machine failure. These arrangements are particularly 
important where certain systems are time-critical (e.g. payrolls). 
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It is unfortunately rather common for these arrangements to be made only on a casual 
basis, since most machine breakdowns are only of a temporary nature. The auditor should 
therefore enquire into the stand-by arrangements in some detail. In particular, he should 
direct his attention to the following points: 

e Whether the arrangements are verbal, written or contractual. 


e Whether or not the stand-by equipment is fully compatible and whether any recent 
changes have been made. 

e Whether significant running time would be available if prolonged use of the stand- 
by facility were necessary. 


(d) Back-up copies of files, programmes and documentation Processing 
arrangements should be such that a recent copy of all master files and programmes are 
available in the event of the current copy being either lost, corrupted or destroyed. 
Similarly, a copy of all system-flowcharts and programme listings should also be 
maintained, so that loss of the originals would not destroy all evidence of programme 
details. 

The nature of the back-up arrangements and the frequency to which copies should be 
made will vary between installations and also different systems within an installation. It is 
considered, however, that the following minimum standards should apply: 


(i) Programmes and systems documentation: A back-up copy of each programme should 
be maintained and stored under secure conditions in a place remote from the computer 
room. This will minimise the risk of both original and copy being destroyed. Similarly, a 
back-up copy of system documentation should also be maintained. Arrangements should 
also exist to ensure that copy programmes and documentation are regularly updated with 
amendments. 

(ii) Master-files: At least one recent copy of each master file should always be stored under 
secure conditions off the premises. Security is further strengthened by means of processing 
files on a generation basis. Under this system, a copy of the file can always be re-created 
before the live edition of the file is updated with current transaction data. 


(e) Equipment maintenance The equipment should be subject to maintenance as 
recommended by the manufacturer. The auditor should enquire into the maintenance 
arrangements and ensure that they comply with the manufacturer’s recommendations. 


3. Safeguarding of the client's records 
The division of duties within the EDP department and the general procedural 
arrangements should be such that the records of the client are not exposed to any undue 
risk of loss or corruption, either accidental or deliberate. 

The auditor should therefore direct his attention to the following aspects of internal 
control: 


(a) Division of duties within the EDP department In common with other 
departments of the organisation, the extent to which duties can be divided between the 
staff within the EDP department depends to a very large extent upon the sise of the 
department. 


Ideally, the following duties should be carried out by separate individuals: 
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e Data initiation (outside the EDP department) 

e Data Control (within the EDP department) 

e Data preparation (entering and verifying) 

e Job scheduling 

e Operation of the computer 

e Maintenance of programmes and the file library 
e Systems development 

e Programming of new systems 


It should be emphasised that the full division of duties as listed above will only be 
found in very large institutions. Small installations, for example, rarely employ a file 
librarian and frequently combine the activities of systems development and programming. 


(b) Storage of information, files and programmes Procedural controls should be 
such that files and input and output data should not be accessible to unauthorised persons. 
The following matters warrant particular attention: 


e Files should always be stored securely, preferably in a separate file library. 
e Access to the files should be limited to authorised personnel only. 

e Output should not be accessible to visitors to the department. 

e Systems and programme documentation should be stored securely. 


(c) Processing of files As stated earlier, files should always be processed on a 
generation basis, thus ensuring that a copy can always be re-created should be the current 
edition of the file be either lost or destroyed. 

The auditor should enquire into the number of generations of master files that are kept 
and should access the adequacy of the storage arrangements for each generation. 


(d) Procedures to prevent accidental overwriting of files Operating procedures 
should incorporate controls designed to prevent the accidental overwriting of files. The 
auditor would normally expect to find the following procedures in operation: 
(i) Files should be subject to retention period checks on set-up i.e. the file label has a 
date imprinted on it, before which the file may not be overwritten or erased. 
(ii) Files should be written both internally and externally. 
(iii) Files should be stored in an orderly fashion to prevent accidental selection of the 
incorrect file. 
(iv) Operators should be given details of file labels before processing, so that operating 
problems can be resolved. 


(e) Amendments to programmes Strict control should be exercised over amendments 
made to existing programmes. This is not only to safeguard fraudulent manipulation or 
suppression of data, but also to ensure that costly amendments are not made without first 
establishing that they are both desirable and necessary. 
The auditor should ensure the following 
(i) Operators are instructed only to accept amendments, which have been authorised, 
by either the EDP manager or the operations manager. 
(ii) Amended versions of programmes are thoroughly tested before implementation. 
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(iii) All programme amendments are recorded in the relevant programme 
documentation, the back-up documentation and also in a central record of all 
amendments. 


4. Control over the data passing through the EDP department 
Control over data submitted for processing is of vital concern to the auditor. The controls 
established within each system, such as control total checks and validation checks should 
be examined in detail by means of separate audit reviews of each individual system. 
Additionally, the auditor should examine as part of his installation review the general 
standard of controls, which are in operation within the EDP department, particularly 
within the data control section. 

There are three main areas of control to which the auditor should direct his attention. 
These are as follows: 


(a) Controls maintained by user departments In all batch-processing installation, it 
should be regarded as a cardinal rule that all user departments should maintain strict input 
controls over the data, which they submit for processing. 

The type of control maintained will clearly vary according to the nature of the business 
and the individual requirements of each system. During his installation review the auditor 
should therefore ascertain whether or not (i) all data is batched before it is submitted for 
processing, (ii) user departments are required to maintain input/output controls in the 
form of batch total summaries, and (iii) there are indications that these user controls are 
effective. 


(b) Data control function within the EDP department A data control section 
invariably exists in all but the smallest of installations. Its functions are to receive data from 
user departments, assemble it into a state ready for processing and to monitor its progress 
through the various stages of processing. 


Again, the auditor will review the activities of this section in detail during each of his 
reviews. During his installation review, however, he should seek to establish the following. 


e A data control section does exist within the EDP department. 


e Staff within the data control section do not have other duties, which give rise to in- 
ternal control weaknesses. 


e Authorisation controls exist which ensures that all authorised data is received form 
users and that only authorised data is accepted for processing. 


e A record is maintained of all data received and of its progress through processing 
e Control totals are balanced to output after processing. 


e The data control section exercises anticipatory control over the receipt of data from 
users. 


(c) Storage arrangements within the EDP department There should be secure 
storage arrangements, both during and outside normal working hours, for the following 

e Unprocessed data in the data control section 

e Data in the record room 
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Data in the job assembly area (if any) 


Input documents after processing 


Output documents after processing 
Undistributed output. 


5. Controls over the operation of the computer 
The procedural controls relating to the operation of the computer should also be reviewed, 
the object being to ensure that there are no internal control weaknesses, which could give 
rise to the mis-processing of data. 

The points to be considered during this aspect of the review are as follows: 


(a) Number of operators present during processing Ideally, there should always be 
two operators present during processing. This means that collusion would have to exist 
before data could be deliberately copied, manipulated or destroyed. If two or more 
operators are employed, the auditor should ensure that adequate cover arrangements exist 
in the event of holidays, sickness, extended shifts and lunch or tea breaks. In such a 
situation, the rotation of operators’ duties is also of significance. 

If it is not the standard practice for at least two operators to be present during 
processing, the auditor should seek to assess other controls which may exist and which may 
compensate for the absence of control over operators’ activities. 


(b) ‘Hands-on’ testing There should invariably be a rule, within all except the smallest 
of installations, that system analysts and programmers are not allowed access to the 
computer operating area, other than for ‘hands-on testing’. Hands-on testing is the term 
used to describe the situation where the programmer tests out, on the computer, 
programmes which he is writing and developing. 

It should also be a rule that during hands-on testing, at least one operator should be 
present, who operates the computer. If no operator is present, special precautions should 
exist which ensure that the programmer or the analyst cannot access live files and 
programmes. 


(c) File library From an internal control point of view, it is clearly preferable that files 
and programmes are stored in a separate file library. Where such library exists, it should be 
under the control of a file librarian. Operators should not have access to this library. 

Where such a library does exist, the auditor should establish that it is a requirement 
that all files are stored in this library when not in use. He should inspect other areas within 
the operations suit to confirm that this requirement is being observed. 


(d) Review of operators’ activities It should be an accepted principle within the 
installation that operators’ activities should be recorded and reviewed. The manner in 
which this is carried out will vary according to the nature of the installation. 


(e) Access to the operating area Clear access to the operating area should be subject to 
rigid security. 
The auditor should therefore ensure the following. 


e Unauthorised persons cannot gain access to the operating area either during or 
outside normal working hours. 
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e Checks exist which ensure that operators do not bring unauthorised files or work 
into the operating area. 

e It is not possible for operators to remove files or work from the operating area 
without authorisation. 


6. Control over the resources, assets and liabilities of the EDP department 

To contribute his review of the computer installation, the auditor should conduct a review 
of the internal control surrounding the general activities of the EDP department. The points 
that should be covered within this area of review are as follows: 


(a) Protection of confidential information Controls should exist which ensure that 
confidential information is adequately protected. Such controls will take one or other of the 
following forms: 
e Attendance of users during the processing of sensitive applications 
e Security grading of printouts, with a corresponding restriction of distribution 
e If machine time is sold, special precautions relating to the protection of files, 
programmes and data whilst visitors are in the operating area 


(b) Development of new systems and applications Procedures within the depart- 
ment should ensure that computer systems are only developed in situations where there is 
a genuine need for them and that they are developed along practical and commercial lines. 
The controls surrounding systems development should therefore ensure the following: 
(i) Feasibility studies are always carried out before new applications are authorised 
and undertaken. Such studies should have regard to all the relevant factors 
including: obtaining users co-operation proving a need for the application setting 
realistic time-scales for implementation etc. 

(ii) Systems and programmes under development are reviewed at critical stages during 
their development. It is clearly essential that systems, when developed, are 
acceptable to all concerned. Reviews should therefore be carried out as follows: 

e Users should approve the system before development begins. 

e Auditors should be involved before programming begins to ensure that 
acceptable control standards are incorporated into the system. 

e The system analysts should review all programmes before they are compiled. 

e The programmer should extensively test the programmes. 

e The analyst should review the results of programme testing. 

e The user department should formally authorize the system as ready for 
implementation 


(c) Sale of machine time/data conversion facilities If computer time and/or 
operating facilities are sold on anything more than an occasional basis, controls should exist 
to ensure that all income is duly received. The auditor should therefore enquire into the 
following: 
(i) The system surrounding the invoicing and collection of revenue. 
(ii) The rates charged and the comparison of these rates against commercial bureau 
charges. 
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(d) Cost control over the activities of the EDP department The auditor should 
establish that there is an adequate form of review over the activities of the EDP department. 
As a corollary to this enquiry, it is appropriate to enquire under this heading into the 
detailed mechanics of cost control. In particular, the attention should be paid to the 
following factors: 

e Any cost accounts prepared by the EDP department 

e The reconciliation of these cost accounts to the main financial accounts 

e The comparison of actual costs against budget 

e The means by which management review variances 


20.4 COMPUTER SYSTEM REVIEW 


Having completed his review of the installation and satisfied himself as to the adequacy or 
otherwise of the design and operation of the various procedural controls, the auditor will 
be in a position to review in detail the design and operation of each of the individual 
systems. 

His approach to this task will be similar to that employed in any other system based 
audit, which include the following: 


1. Documenting the system 

The task of documenting a computer system is not dissimilar from that of documenting any 
other accounting system. In fact, the auditor is invariably aided in his work in that he will 
normally find that the system has already been well documented by the analysts who 
designed the system. 

The amount of documentation, which will be available, will clearly vary from 
installation to installation. In some cases it will be necessary to supplement the 
documentation with the auditor’s own notes and flowcharts, whereas in other cases the 
notes and flowcharts provided by the client will prove sufficient. 

The documentation will need to be assembled in a manner, which will facilitate an 
evaluation of the system on the ‘key question’ principle. Clearly, no hard and fast rules can 
be laid down, but it will normally be convenient to use the outline system flowchart as the 
principal record of the system and to supplement this flowchart with the following four 
main schedules: 

e Schedule of input types 

e Schedule of master files 

e Schedule of intermediary files 

e Schedule of reports printed 

The outline system flowchart, together with the four main supporting schedules, 
should provide the auditor with the bulk of the information, which he requires for his 
evaluation of the system. 


2. Evaluating the system 


Having completed his documentation of the system, the auditor can proceed with his 
evaluation of the internal controls operating within the system. 
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He will do this by means of an internal control questionnaire. The questionnaire should 
seek to establish that the following seven key controls operate: 
e That it is possible to trace transactions through each stage of processing, i.e. a 
satisfactory audit trial exists. 


e That there are controls, which prove prima facie that transaction data, is processed 
correctly. 


e That there are adequate controls to protect standing data. 


e That controls exist to ensure that all authorised, and only authorised data is 
processed. 


e That adequate control is exercised over rejections and resubmission of corrected 
data for reprocessing. 

e That the system provides adequate management information and that it is broadly 
suited to its purpose. 

e That the system is adequately documented. 


3. Designing the audit programme 
Having documented the system and having evaluated the controls operating within the 
system, the auditor will be in a position to design his audit programme. 

It should be emphasised that the principles involved are identical to those in any other 
system-based audit, namely that the auditor is seeking to assess and test the operation of 
the system, so that he can rely on the information produced by the system. 

If he can satisfy himself as to the reliability of the system, this does not of course obviate 
the necessity for balance sheet verification work. Thus, even though the auditor is satisfied 
as to the operation of the computer systems, it will still be necessary to verify, for example, 
purchase ledger balances against circulars and statements and stock ledger balances 
against physical stock counts. 


20.4.1 Transaction and Weakness Test 


The principles to be employed in designing computer system audit tests are again similar to 
those employed in designing audit tests in respect of manual or mechanised systems. If the 
answer to a key question is positive and the auditor is satisfied that no fundamental 
internal control weakness exists, and then he imposes a transaction test to establish that the 
system is operating satisfactorily. If, however, the answer to a key question is negative, he 
imposes special weakness test to assess the significance of that weakness. If at the 
conclusion of those tests he is satisfied that no major error could occur, he reports the 
weakness to the management and continues with normal balance sheet verification work. If 
he thinks that a major error could occur, he must then impose additional verification tests 
or perhaps qualify the audit report. 

It is not practical to specify a standard audit programme, which can be used in all cases 
where no major weakness has been identified. It is, however, possible to give an indication 
of the normal tests, which would be included in a transactions audit programme where 
there is no loss of audit trial. 
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20.4.2 Loss of Audit Trial 


The tests indicated above deal with the basically simple situation where all information is 
processed in batch form and where it is possible to link the input directly with output. 


However, losses of and changes in traditional audit trials are encountered increasingly 
in the more advanced computer applications. A typical example would be a large public 
company with a sales ledger comprising over half a lakh balances. It would be impractical 
to print out a full list of balances each month, so the control totals are printed, together with 
certain exception reports, such as overdue balances. There is, therefore, no output report 
against which the auditor can compare input. 

A commonsense attitude should be adapted to losses of audit trial of this nature. The 
auditor must adapt his technique to suit the situation. A number of choices are open to him 
including some sophisticated techniques. 

Techniques used in these circumstances include the following: 


e Arranging for special printouts of additional information for the auditor’s use. This 
often involves an additional suite of programmes, which are activated at the 
auditor’s request. 


e Clerical re-creation, i.e. to verify a sales total when no detailed listings have been 
produced, the copy invoices can be add-listed and the totals compared against the 
computer reports. 


e Testing on a total basis, ignoring individual items. 


e Use of a computer audit programme to directly interrogate the magnetic file and 
printout information specifically selected by the auditor. 


e Use of a test pack to test the correct processing of data. 
e Relying on alternative tests. 


20.5 APPROACHES TO EDP AUDITING 


Rapid changes in hardware and software have changed the conceptual approach to audit- 
ing in an EDP environment. In earlier times, audit approach consisted of ignoring the exist- 
ence of computer, was treated it as a black box and audit was conducted around the 
computer. However, the increasing developments of computers has since led to computers 
being used in two different ways: 
1. As a tool to the auditor in conducting audit such as printing confirmation requests 
2. As the target of the audit where data are submitted to the computer and the results 
are analysed for processing reliability and accuracy of the computer system 


The auditor must plan whether to use the computer to assist the audit or whether to 
audit without using the computer. These two approaches are commonly known as “audit- 
ing around the computer” and “auditing through the computer”. 


20.5.1 Auditing Around the Computer 


Auditing around the computer involves arriving at a conclusion through examining the 
internal control system for computer installation and the input and output only for 


Q Auditing: Principles and Techniques 


application systems. On the basis of the quality of the input and output of the application 
system, the auditors take decision about the quality of the processing carried out. Under 
this approach, the auditor considers the computer as a black box and as a result the 
application system processing is not examined directly. 

Usually the auditors adopt this approach of auditing around the computer, when any 
of the following conditions are fulfilled. 


e The system itself is very simple. 
e The system is batch-oriented. 


e The system uses generalised software, which is well tested and used widely by 
many concerns. 


For these well-defined systems, generalised software packages often are available. For 
example, software vendors have already developed packages for value added tax 
calculation. If these software packages are provided by a recognised vendor, have received 
widespread use and appear error-free, the auditor may decide not to test directly the 
processing aspects of the system. However, the auditor must ensure that the installation 
has not modified the package in any way and that adequate controls exist to prevent 
unauthorised modification of the package. 

The basic advantage of auditing around the computer is its simplicity. The auditors 
having little technical knowledge of computers can be trained easily to perform the audit. 

However, this approach is also not free from defects. There are two major limitations to 
this approach. Firstly, the type of computer system where it is applicable is very restricted. 
It should not be used in those systems having complexity in terms of size or type of process- 
ing. Secondly, the auditor cannot assess very well the likelihood of the system degrading if 
the environment changes. The auditor should be concerned with the ability of the concern 
to adjust with a changed environment. Systems can be designed and programmes can be 
written in certain ways so that a change in the environment will not disturb the system to 
process data incorrectly or for it to degrade quickly. 


20.5.2 Auditing through the Computer 


The auditor can use the computer to test the logic and controls existing within the system 
and the records produced by the system. Depending upon the complexity of the application 
system being audited, the approach may be fairly simple or require extensive technical 
competence on the part of the auditor. 

Following are the situations where auditing through computer must be adapted: 

1. The logic of the system is complex and there are large portions that facilitate use of 
the system or efficient processing. 

2. The application system processes large volumes of inputs and produces large 
volumes of output that makes extensive direct examination of the validity of input 
and output difficult. 

3. Because of cost-benefit considerations, there are substantial gaps in the visible audit 
trial. 

4. Significant parts of the internal control system are embodied in the computer 
system. 

The main advantage of this auditing approach is that the auditor has increased power 

to effectively test a computer system. The range and capability of tests that can be 
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performed increases and the auditor acquires greater confidence that data processing is 
correct. By examining the system’s processing the auditor can also assess the system’s 
ability to cope with environment change. 

The main disadvantage of this approach is the high cost sometimes involved and the 
need for extensive technical expertise when systems are complex. However, these 
disadvantages are really spurious if auditing through the computer is the only viable 
method of carrying out the audit. 


20.6 SPECIAL TECHNIQUES FOR AUDITING IN AN 
EDP ENVIRONMENT 


As in the case of manual systems, auditing in an EDP environment is done for the following 
purposes: 
(a) To study and evaluate the system through which the information under audit is 
generated, including the various internal controls in the system. 


(b) To carry out appropriate substantive procedures. 

Due to the special characteristics of an EDP environment, auditors often use the 
computer for performing several compliance procedures as well as substantive procedures. 
The techniques, which involve the use of the computer for audit purposes, are known as 
‘Computer assisted audit techniques’ (CAATs). 


What are CAATs? 


Computer assisted audit techniques involve the use of computers in the process of an audit 
rather than limiting it to an entirely manual approach. CAATs are defined as computer 
based tools and techniques, which facilitate auditors to increase their personal productivity 
as well as that of audit function. CAATs are software tools for auditors to access, analyse 
and interpret data and to draw an opinion for an audit objective. 


Need for CAATs 


Statement on AAS-16 states that effectiveness and efficiency of audit procedures may be 
improved through use of CAATs. CAATs may be used in performing various auditing pro- 
cedures, including the following: 


e Tests of details of transactions and balances 

e Analytical procedures 

e Tests for general controls 

e Sampling programmes to extract data for audit testing 

e Tests of application controls 

e Re-performing calculations performed by the entity’s accounting system 

Guidance note on CAAT issued by the Institute of Chartered Accountants of India 
describes CAATs as important tools for the auditor in performing audits. During the course 
of audit, the auditor has to obtain sufficient, relevant and useful evidence to achieve the 
audit objectives effectively. Audit findings and conclusions are to be supported by 
appropriate analysis and interpretation of the evidence. 

In auditing a computerised environment where all significant operations are compu- 
terised, it may be impractical to perform audit completely and with assurance unless the 
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auditor uses CAATs for collection and evaluation of audit evidence by performing both 
compliance and substantive tests. By using CAATs, it is possible for the auditor to perform 
audit more effectively and efficiently and also have greater assurance on the audit process. 


Considerations in the use of CAATs 
When planning an audit, the auditor may consider an appropriate combination of manual 
and computer assisted audit techniques. In determining whether to use CAATs, the factors 
to be considered include the following: 

e The IT knowledge, expertise and experience of the audit team 

e The availability of CAATs and suitable computer facilities and data 

e The impracticability of manual tests 

e Effectiveness and efficiency and 

e Time constraints 

Before using CAATs the auditor considers the controls incorporated in the design of 


the entity’s computer system to which CAAT would be applied in order to determine 
whether, and if so, CAAT should be used. 


Types of CAATs 
CAATSs can be broadly categorised into the following three types: 


1. Generalised audit software (GAS) These are also referred as Package Programmes. 
GAS refers to generalised computer programmes designed to perform data processing 
functions such as reading data, selecting and analysing information, performing 
calculations, creating data files and reporting in a format specified by the auditor. GAS is 
standard off-the-shelf audit software, which can be used across enterprises and platforms. 


2. Specialised audit software (SAS) These are also referred to as Purpose-Written 
programmes. They perform audit tasks in specific circumstances. These are specifically 
written for performing audit tests for specific type of applications. These programmes may 
be developed by the auditor, the entity being audited or an outside programmer hired by 
the auditor. In some cases, the auditor may use an entity’s existing programmes in their 
original or modified state because it may be more efficient than developing independent 
programmes. 


3. Utility software These are used by an entity to perform common data processing 
functions, such as sorting, creating and printing files. Utility software also includes utility 
programmes available in system programmes for performing debugging or analysis of 
various aspects of usage/access. These programmes are generally not designed for audit 
purposes but can be used for performing specific tests. 

CAATs and more specifically audit software have the potential to enable auditors to 
recognise computer as a tool to assist them in the audit process. Audit software give 
auditors access to data in the medium in which it is stored, eliminating the boundaries of 
how it can be audited. Once the auditors accept and learn how to use audit software, they 
will be in a better position to create value addition in their audit. The greatest barrier in 
promoting use of audit software is failure to recognise opportunities to use audit software 
for audit. Understanding and recognising how CAATs can be used and knowing how to 
use audit software is most critical to its effective use. 
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Using audit software enhances the effectiveness of audit and enables the auditor to 
provide better assurance to their clients. In an increasingly computerised environment, it is 
critical for the auditor to move from ticks to clicks and learn to harness the power of 
computers for audit. Using audit software as their tool for auditing digitised data, auditor 
can shift focus from time consuming manual verification audit procedures to intelligent 


analysis of data to provide assurance to clients and manage audit risks. 


POINTS TO PONDER 


There has been a rapid development in the use of computers in recent years as a means of 
producing financial information. As a result, there has emerged from within the 
accounting profession a group of EDP audit specialists equipped with technical expertise 
to make an intelligent analysis of complex computer audit situations. 

It is normal for the auditor to base his approach to an EDP based audit upon two 
completely separate types of review, i.e., organisational review and system review. 
Organisational review is the review of the organisational controls within the computer 
installation itself. This review seeks to examine the internal control within the computer 
installation. On the other hand, system review is a detailed review of the controls 
operating within each computer based accounting system. This review seeks to establish 
that controls operate within each individual system. 

Adopting computer installation review, the auditor seeks to establish that six key controls 
operate within the installation. These key controls include controls by management over 
the activities of the EDP function, controls to ensure the continuing existence of EDP 
facilities, safeguarding of the client’s records, controls over the data passing through the 
EDP department, controls over the operation of the computer and controls over the 
resources, assets and liabilities of the EDP department. 

Adopting computer system review, the auditor seeks to establish that controls operate 
within each computer system through documenting the system, evaluating the system, 
and designing the audit programme. 

The principles to be employed in designing computer system audit tests are similar to 
those employed in designing audit tests in respect of manual or mechanised system. 
Basically two types of tests are employed. These are transaction test and weakness test. 
Rapid changes in hardware and software have changed the conceptual approach to 
auditing in an EDP environment. The auditor must plan whether to use computer to assist 
the audit or whether to audit without using the computer. These two approaches are 
commonly known as ‘auditing around the computer’ and ‘auditing through the 
computer’. 

Auditing around the computer involves arriving at a conclusion through examining the 
internal control system for computer installation and the input and output only for 
application systems. Under this approach, the auditor considers the computer as a black 
box and as a result the application system processing is not examined directly. 

Under auditing through the computer, the auditor can use the computer to test the logic 
and controls existing within the system and the records produced by the system. By J 
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examining the system’s processing the auditor can assess the system’s ability to cope with ) 
the environment change. 

e CAATs involve the use of computers in the process of an audit rather than limiting it to an 
entirely manual approach. CAATs are defined as computer-based tools and techniques, 
which facilitates auditors to increase their personal productivity as well that of audit 
functions. These are software tools for auditors to access, analyse and interpret data and to 
draw an opinion for an audit objective. 

e CAATSs can be broadly categorised into three groups, which include Generalised audit 
software (GAS), Specialised audit software (SAS) and Utility software. Using audit 
software enhances the effectiveness of audit and enables the auditor to provide better 

C assurance to the clients. J 


REVIEW QUESTIONS 


Short-answer Questions 
1. What are the features of an EDP environment that affect the nature, timing or extent of audit 
procedures? 


2. What do you mean by the term ‘computer assisted audit techniques’? State the factors to be 
considered before using these techniques. 


3. Describe briefly the common types of computer assisted audit techniques? 
4. Write short notes on: 

(a) Batch total 

(b) Test data 

(c) Check digit 
5. State the primary purpose of generalised audit software. 


Essay-type Questions 
1. You have been appointed as the auditor of a company, which maintains its accounts on 
computers. Write in detail the audit approach that you would follow in the case of the com- 
pany. 
2. Describe the similarities and differences in the approach of an auditor to conduct audit of 
accounts maintained manually and those maintained on computers. 


3. State the controls that can be applied over inputs and processing of data in a computerised 
accounting environment. 


4. Write notes on the following: 
(a) Hands on testing 
(b) Files library 
(c) Auditing around the computer 
(d) Utility software. 
5. Describe the steps to be followed in reviewing computer installation. 


Important Case Decisions 


1. LEEDS ESTATE BUILDING AND INVESTMENT 
CO. VS SHEPHERD (1887) 


Subject 
Auditor's liability for not studying the Articles of Association of the company. 


Fact 


In this case, the auditor had not discovered that certain payments relating to dividends, directors’ 
fees and bonus were irregular. This was because, he had not concerned himself with the company’s 
Articles of Association. He was held liable for damages. 


Legal View 


This case had established that it is not sufficient for an auditor to concern himself with the arithmeti- 
cal accuracy of the books and accounts. He has a duty to ensure that the transactions are in order. 
When an auditor takes over a company audit, one of his first actions is to obtain a copy of the 
Memorandum and Articles and note important points therein affecting the accounts. So, the auditor 
was held guilty of negligence for not satisfying himself that certain transactions were ultra vires the 
Articles of Association of the company. 


2. LEE VS NEUCHATEL CO. LTD. (1889) 
Subject 


Requirement of charging depreciation of wasting assets. 


Fact 


The Articles of Association of the company provided for the distribution of profit on preference 
shares and ordinary shares at the rate of 7% and 4% respectively. For that the consent of the share- 
holders is a must. Moreover, the Articles of Association of the company contained a clause which 
did not bind the directors to make reserve for replacement on renewal of any property. The 
directors decided to declare dividend out of profits of the company to the preference shareholders 
without making good the loss of depreciation of wasting assets, i.e. mines and other assets of the 
company. One of the ordinary shareholders, Mr. Charles John Lee, brought an action against the 
directors of the company restraining them to pay dividend without making good the depreciation 
of assets of the business. 
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Legal View 


It was held that the company may distribute dividend without making good the depreciation on 
wasting assets if it is authorised by its Articles of Association to do so, In fact, the object of charging 
depreciation is for the replacement of assets, but when the wasting assets are subject to exhaustion, 
the company formed is to go into liquidation, the question of replacement does not arise. 

However, under the Indian Companies Act, depreciation on all depreciable assets must be pro- 
vided including the wasting assets before declaration or payment of dividend from profits. 


3. BOLTON VS NATAL LAND AND COLONISATION CO. LTD. (1892) 
Subject 


Payment of dividend out of current profits without writing off capital loss. 


Fact 


The business of the company comprised buying, selling, letting, cultivating and otherwise dealing 
with land in South Africa. In the year 1892, the company, under peculiar circumstances, debited to 
its profit and loss account £ 70,000 as bad debt and credited in the same profit and loss account with 
an equal amount arising from revaluation in the value of land over and above the cost price. Ac- 
cordingly, the profit and loss account was balanced. Subsequently, the company earned working 
profit and declared dividend from the said source in respect of arrear dividend of 1885. 


Legal View 


An action was brought before the court against the company restraining it to capitalise a part of the 
reserve that had been created by revaluating the assets of the company. The basic reason behind 
such action was that the profits of the business were not realised. But it was held that surplus of 
capital assets resulting from bona fide revaluation of assets, even though it is unrealised, may be 
available for issuing bonus shares. 

However, the application of this decision cannot be made possible in India after the introduc- 
tion of the Indian Companies Act, 1956. 


4. LUBBOCK VS BRITISH BANK OF SOUTH AMERICA (1892) 
Subject 


Payment of dividend out of capital profit. 


Fact 


The bank was carrying its business in Brazil and in some other countries. It sold its business in Brazil 
to a Brazilian company. Subsequently, it repurchased its business from that Brazilian Company and 
in the process of sale and repurchase gained £ 2,05,000. The directors wanted to credit this sum to 
profit and loss account and distribute the same as dividend. Thereupon, the plaintiff on behalf of 
himself and other shareholders brought an action, which was of a friendly character, to restrain the 
directors from distributing the sum on the ground that it represented accretion of capital assets and 
thus paying it out as dividend would amount to payment of dividend out of capital. 
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The court gave its verdict in favour of directors stating that the sum was profit on capital and not 
part of capital itself. This is because, there was surplus on the asset side after assigning capital and 
external liabilities on one side of the balance sheet and the assets on the other. It was held that the 
directors were justified in carrying the amount to the profit and loss account for distribution as divi- 
dend as the Articles did not prohibit the distribution. 


5. LONDON AND GENERAL BANK LTD. (1895) 
Subject 


Information and means of information are by no means equivalent terms. Auditor's duty is to give 
correct information to the shareholders and not means of information. 


Fact 


The company, in this case, had not made adequate provision for bad debts. The auditor had discov- 
ered that debts were doubtful and had clearly reported the situation to the directors, but, when the 
directors failed to make provisions, instead of reporting the fact equally clearly to the shareholders, 
he simply made the statement that “the values of the assets are dependent upon realisation”. It was 
held that the auditor had failed in his duty to convey information clearly in his report and he was 
held liable for certain dividends improperly paid. 


Legal View 


This case is important, because it was stated unequivocally that an auditor has a duty to convey 
facts clearly to the shareholders. It was held in this case that “a person whose duty is to convey in- 
formation to others does not discharge that duty by simply giving them so much information as is 
calculated to induce them or some of them to ask for more.” 

This case established the fact that an auditor who shrinks from fully and clearly disclosing all 
the material facts known to him is putting himself at risk. The court also discussed the basic duty of 
an auditor. It was laid down that he must exercise reasonable care and skill, but that he is in no way 
an insurer and is not required to guarantee the accounts. 


6. WILMER VS MCNAMARA CO. LTD. (1895) 
Subject 


Payment of dividend without writing off depreciation of fixed assets. 


Fact 


In the annual general meeting a resolution was passed declaring dividend to the preference share- 
holders from profit without making any provision for depreciation of fixed assets. Mr. Wilmer, an 
ordinary shareholder, thereupon moved the court to prevent the company from giving effect to the 
resolution. The plaintiff contended that the loss of capital must first be made good and particularly 
because the company had provided for full depreciation on its assets in the earlier years. 


Q Auditing: Principles and Techniques 


Legal View 


It was held that a company could not be restrained from declaring a dividend out of current profits 
merely because, no provision had been made for the depreciation on fixed assets. 

However, the decision of this case in no way hold good in India after the introduction of Section 
205(1)(b) of the Indian Companies Act, 1956. 


7. KINGSTON COTTON MILLS CO. LTD. (1896) 
Subject 


Auditor's right in accepting stock certificate from the management. 


Fact 


In this case, the accounts had been manipulated by overvaluation of stock by the managing director, 
who had certified the stock valuation to the auditor. It was held in the court of appeal that it was not 
the duty of the auditor to take stock, and that in the absence of suspicious circumstances he was not 
guilty of negligence in accepting the certificate of a responsible official with regard to the value of 
stock. 


Legal View 


As far as the main question is involved, whether the auditor could place total reliance on the stock 
certificate of a responsible official with regard to the value of stock in the absence of suspicious cir- 
cumstances, this case is now of historical interest only. At present, the Companies Act requires that 
auditors should state whether accounts show a true and fair view. The professional accountancy 
bodies have issued statements regarding detailed audit work to be carried out in relation to stock 
verification and valuation and attendance by the auditor at stock-taking. 

It was held at that time that there was no breach of duty on the part of the auditor. An auditor is 
not supposed to take stock himself and in the absence of suspicious circumstances, he can accept a 
stock certificate issued by a trusted official of the company. However, in the present context, it does 
not seem that the auditor could simply accept a stock certificate from a responsible official where 
stock was a material item, and then plead this case in justification when defending the inevitable 
action for misfeasance or negligence. 


8. IRISH WOOLEN CO. LTD. VS TYSON AND OTHERS (1900) 
Subject 


Liability of an auditor for his failure to detect falsification of accounts. 


Fact 


The auditor was found to have been negligent in that he had failed to discover that the company’s 
liabilities were understated due to the suppression of creditor’s invoices. This fraud would have 
been discovered if the auditor had either checked the ledger balances against the creditor's state- 
ments or scrutinised the dates entered in the first few weeks of the next period. 
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Legal View 


This case again shows the courts refusing to accept that the auditor had discharged his duties by 
checking the arithmetical accuracy of the entries in the books. He must exercise due skill and care in 
checking the validity of these entries. The auditor was, therefore, liable for damages sustained by 
the company by reason of his negligence. 


9. FOSTER VS NEW TRINIDAD LAKE ASPHALTE CO. LTD. (1901) 
Subject 


Payment of dividend out of capital profit. 


Fact 


The company along with the assets of the other company took over a debt of £ 1,00,000 secured by 
promissory note, at its formation. At that time, the debt was considered valueless. Later on, the debt 
was paid in full, together with an interest accrued amounting to £ 26,258,16s. The directors pro- 
posed to distribute the amount as dividend as the directors treated the said amount as capital profit. 
But one shareholder brought an action before the court restraining the company to pay dividend on 
the ground that the decrease in the value of other assets should have been considered. 


Legal View 


It was held in this case that the question of what profit is available for dividend depends upon the 
results of the whole account taken fairly for the year, capital as well as profit and loss, and though 
dividends may be paid out of earned profits in proper cases, not withstanding a depreciation of 
capital, a realised accretion to the estimate value of one item of capital asset cannot be deemed to 
profit divisible among the shareholders without reference to the result of the whole account fairly 
taken. So, the realised appreciation in the value of book debts should not be considered as profit 
available for dividend. 


10. LONDON OIL STORAGE CO. LTD. VS SEEAR, 
HASLUCK & CO. (1904) 


Subject 
Auditor's liability for not verifying petty cash. 


Fact 


This was another case where the auditors had concerned themselves only with the entries in the 
books and not with the verification procedures. The balance sheet showed cash balance of almost 
£800, which agreed with the books, but the actual balance was only £ 30, the difference having been 
misappropriated. The auditor was held to have been negligent in not verifying the balance. How- 
ever, damages of only five guineas were awarded against the auditor, because, the court held that 
the director responsible for supervising the fraudulent employee was the person primarily respon- 
sible for the loss. 
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Legal View 


There are two important aspects to this case. The first is that the court again held that the auditors 
have a duty to verify assets and not merely to check bookkeeping entries. The second and the very 
important, is that the auditors are responsible for the loss resulting directly from their negligence 
and thus are not responsible where the loss has resulted from other causes. 


11. SHORT AND COMPTON VS BRACKETT (1904) 
Subject 


Auditor’s negligence in duty for non-detection of fraud during the period of investigation. 


Fact 


The plaintiff sued for the fees for having investigated the books of the defendant firm in respect of 
the proposed admission of partner in the firm. It was subsequently revealed that an employee of the 
firm defrauded the firm by defalcation of wage sheet. The important point to be noted in this case 
that a part of the fraud was made by an employee during the period of investigation. A counter sue 
was made by the defendant against the plaintiff to the original case for alleged negligence in failure 
to discover the fraud. 


Legal View 


It was proved by the court that when the plaintiff checked the wage sheet, it was correct at that time. 
Therefore, the counter-claim was dismissed by the court. 


12. NEWTON VS BIRMINGHAM SMALL ARMS CO. LTD. (1906) 
Subject 


Power of the Articles of Association to impose restriction on the statutory duties of an auditor. 


Fact 


The fact of the case was that the Articles of the company was amended through a special resolution 
authorising the directors to create secret reserve and use the same in the interest of the company in 
future. However, the most serious matter was that the amendment also imposed restrictions on the 
auditor from disclosing the existence and mode of utilisation of secret reserve. The validity of the 
resolution was challenged by one of the shareholders, A. J. Newton, in the court. 


Legal View 


It was held that any provision in the Articles of Association, curbing the auditor’s statutory duties 
relating to his report to the shareholders is ultra vires, as being accepted canon of law. Hence, 
Articles of the company under no circumstances, can restrain the auditor from reporting to share- 
holders the creation of secret reserve and its utilisation. The auditors are required to report the true 
and fair state of affairs of the company. So, any regulation precluding the auditors from discharging 
his duty is inconsistent with the act. 


Important Case Decisions } 


In our country also, the Companies Act requires that the balance sheet should reflect a true and 
fair view of the state of affairs of the company. The balance sheet will not definitely present a true 
and fair view if secret reserve exists in the accounts. So, creation of secret reserve is not possible in 
our country under the existing law subject to certain exceptions. 


13. SMITH VS SHEARD (1906) 
Subject 


Auditor's liability for non-detection of fraud, when he acts only as an accountant. 


Fact 


The plaintiff had incurred losses owing to the defalcations of an employee. The actual contract with 
the accountant was in question. The defendant denied that he had ever agreed to audit the books, he 
was only instructed to check the postings in order to make out a balance. But in sending the bill of 
charges, his clerk had inadvertently used the word “audit”, instead of “auditing of posting”. The 
balance sheet and the accounts sent in did not contain any signature or certificate. 


Legal View 


It was held that the accountant was held liable for damages. The jury found that there was a contract 
to audit, though the decision was very much against the opinion of the judge. 


14. BOND VS BARROW HAEMATITE STEEL CO. LTD. (1912) 


Subject 


Transfer of profits to reserves; payment of dividend before making good loss of capital. 


Fact 


Empowered by the Articles of Association, the directors carried forward the entire credit balance of 
the profit and loss account of a year to reserves. For certain years no depreciation had been pro- 
vided in the accounts in respect of building, works, plant and mining leases and subsequently it was 
discovered after revaluation that the company’s capital was considerably reduced. The transfer of 
profits to reserves without payment of dividend was intended to make good this loss of capital. An 
application was also made to the court for capital reduction, but this was rejected. After these, some 
preference shareholders brought actions against the company to compel it to pay dividend out of 
current profits without transfer of profits to reserves for making good the loss of capital. 


Legal View 


It was held that when the articles empower the directors to transfer profits to reserves before pay- 
ment of dividend and the directors do so to the extent it is necessary to make good loss of capital, 
preference shareholders cannot restrain the directors from such an action in order to get dividend 
from current profit. 
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15. COLMER VS MERRETT, SON AND STREET (1914) 
Subject 


Gross negligence of an auditor to detect falsification of accounts. 


Fact 


Mr. Colmer, an engineer, claimed damages from the defendant, the auditor, for the losses sustained 
by him by investing heavy sum of money on the reliance of his report. In fact, the auditor was given 
only three days time to prepare the annual accounts. Therefore, he did not undertake the complete 
audit or investigation. The report was based on approximation. 


Legal View 


It was held that assessment of financial position along with the preparation of annual accounts for 
the purpose of investigation was not possible within a period of two or three days. The investigating 
auditor had taken only the ready-made information into consideration. He had not checked the 
truth and fairness of the accounting records. So, he was held liable for gross negligence in his duty. 


16. AMMONIA SODA CO. LTD. VS ARTHUR 
CHAMBERLIN AND OTHERS (1918) 


Subject 


Payment of dividend without meeting the deficiency of capital. 


Fact 


An action was taken by the company against its two former directors, asking them to refund to 
the company a sum amounting to £ 1268 14s. 4d., which was illegally paid as dividend during the 
years 1912 to 1915. The company was incorporated as a private limited company in July 1908. 
Thereafter, by a special resolution, passed in October 1911, it was converted into a public limited 
company. The company’s profit and loss account showed a debit balance amounting to £ 19,028, 5s. 
4d.The directors were entrusted to value the land and accordingly it was valued at £79,166 and the 
addition of expenses for the innovation of new bed of rock self amounting to £ 20, 542. 2s. 4d. was 
added to the value of land. The sum was credited to reserve account and was used to write off the 
following: 

1. The debit balance of the profit and loss account amounting to £ 12,970. 18s. 3d, 

2. Goodwill for £ 1,500. 

3. Cash bonus for £ 1,980. 

And the balance of £ 4,091. 4s. 5d. was transferred to reserve account. 


During half year ended 31.01.1912, the company made net profit of £ 7,348. 13s. The value of the 
land was increased in the balance sheet to the extent of £ 16,450 18s. 3d, thus eliminating the credit 
balance for £ 4091 4s. 5d., which was left to the credit of the reserve account. In the years 1912 to 
1915, dividends amounting to £ 1,268. 14s. 4d. were paid to the preference shareholders. 


Important Case Decisions } 
Legal View 


The court decided that the assets of the business may be written up as a result of bona fide revalua- 
tion and that the current profits may be divided without making good past losses of the business. 


However, the decision of this case in no way hold good in India after the introduction of Section 
205 (1) (b) of the Indian Companies Act, 1956. 


17. CHAS FOX AND SON VS MORRIS GRAND & CO. (1918) 
Subject 


Liability of accountants for non-examination of bank passbook. 


Fact 


The auditors were employed to check the books and prepare accounts. But they did not examine the 
passbook, for which they could not detect defalcations. Their defense was that they acted as 
accountants and not as auditors and for the preparation of accounts and checking the arithmetical 
accuracy of books, examination of passbook was unnecessary. 

Legal View 


The auditors were held liable for damages. The court held that it was the implied duty of the ac- 
countants to see that ‘Cash at Bank’, which they had inserted in the balance sheet, actually existed. 


18. ARTHUR E. GREEN & CO. VS THE CENTRAL ADVANCE & 
DISCOUNT CORPORATION LTD. (1920) 


Subject 
Auditor’s duty and liability in regard to bad and doubtful debts. 


Fact 


The case concerned the failure of the company to make adequate provision for bad and doubtful 
debts. The auditors relied upon the bad debt provisions made by the managers, despite the fact that 
many debts not provided for were old and some of them were even statute-barred. The auditors 
were found to have been negligent. 


Legal View 


The decision indicates that the auditors must exercise proper skill and care in carrying out their own 
tests to establish the value of material assets. They were not adequately performing their duties by 
relying on a certificate provided by a responsible official. 


19. STEPLEY VS RED BROTHERS (1924) 
Subject 


Writing off the debit balance of profit and loss account from revaluation profit and payment of divi- 
dend out of current profit. 
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Fact 


The company had written off the balance of goodwill account (£ 51,000) out of reserve. In a later 
year, the profit having being found inadequate for both setting off the debit balance of the profit and 
loss account and paying dividend on preference shares including arrear dividend, the directors 
decided to write up goodwill by £ 40,000, being the conservative value of goodwill and credit the 
sum to reserve account, which could be utilised for writing off the debit balance (£ 25,500) of the 
profit and loss account and paying the dividend. A shareholder, thereupon, moved the court for an 
injunction to restrain the directors from writing back £ 40,000, which was previously written off out 
of reserves created from profit. 


Legal View 


It was held that a company could write up at a fair value the goodwill, which was written off exces- 
sively in the earlier years and utilise the sum for writing off the debit balance of the profit and loss 
account and distribute the current profit as dividend. 


20. THE CITY EQUITABLE FIRE INSURANCE CO. LTD. (1924) 
Subject 


Window dressing of balance sheet and auditor’s inability to detect the manipulation of accounts. 


Fact 


This case concerned various alleged frauds in relation to the accounts of the company. The most 
important of these with regard to auditing principles was that securities owned by the company 
were deposited with its stock brokers. The auditors accepted a certificate from the stock brokers in 
respect of such securities for a very material amount. Had they insisted on inspecting the securities, 
these could not have been produced as they had been pledged by the stock brokers. An additional 
complication was that, the chairman of the company was also a partner in the firm of stock brokers. 

The auditors escaped liability because the company had a clause in its articles, which provided 
that the directors, auditors and officers of the company should be indemnified by the company 
except in the case of willful default. 


Legal View 


The importance of this case was that it demonstrated the importance of auditors’ actually inspecting 
documents of title by third parties held. Only where such documents are held by one of the major 
banks or are not very substantial and are held in the ordinary course of a business by another 
independent third party should the auditor accept a certificate. Moreover, if the auditor entertains 
the slightest doubt of the desirability of accepting a certificate, it would always be wise to insist on 
actual inspection. 


21. TRUSTEES OF APFEL VS ANNAN DEXTER AND CO. (1926) 
Subject 


The difference between the work of an accountant and that of an auditor and the liability of an 
auditor. 


Important Case Decisions } 
Fact 


Mrs. Apfel had a business in which her two sons were managers. Those managers misappropriated 
the assets of the business gradually. Consequently, she had become insolvent. In order to submit the 
accounts of the business to the Tax Authority, she appointed M/s. Annan Dexter & Co. Chartered 
Accountants. After her insolvency, the trustees brought an action against the auditors demanding a 
compensation of £ 28,600. It was pointed out that the auditor had acted negligently and that is why, 
they did not trace out the fraud of the managers. 


Legal View 


The court declared that the auditors were innocent. The auditors proved that they were asked to 
prepare the accounts and not to audit them. Hence, they were not responsible and no action could 
be taken against any person who was appointed to work of accountants and not of auditors. 


22. ARMITAGE VS BREWER & KNOTT (1932) 
Subject 


Auditor's negligence in duty for non-detection of fraud. 


Fact 


A lady book-keeper had embezzled a large sum of money by manipulating the wage sheets. She 
had complete control over the books, vouchers, wage sheets and other documents. There was no 
system of internal check in force. The auditors were appointed to conduct a continuous and a de- 
tailed audit. The charge against them was that they failed to exercise reasonable care and skill in the 
course of examination of documents i.e. they failed to vouch and verify book entries. The defense 
put forth by the auditors was that the frauds could not be possibly detected by exercise of ordinary 
and reasonable care. 


Legal View 


The case was decided against the auditors and they were ordered to pay damages amounting to 
£ 1,259 to the plaintiff. It may be remembered that according to the instructions issued to the 
auditor, it was clear that there was a suspicion that fraud had been committed and hence, the 
auditor ought to have been extra careful. 


23. WESTMINSTER ROAD CONSTRUCTION AND 
ENGINEERING CO. LTD. (1932) 
Subject 


Auditor’s liability for failure to detect omission of liabilities from balance sheet and over-valuation 
of work-in-progress. 


Fact 


This case concerned misfeasance by the auditor of a company, which had subsequently gone into 
liquidation. The auditor was held to have been negligent for failing of detect the omission of liabili- 
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ties from the balance sheet in circumstances where their omission should have been apparent and 
for failing to detect the overvaluation of work-in-progress in circumstances where there was avail- 
able evidence to have enabled him to do so. 


Legal View 


This case again underlined the need for sound verification procedures and with regard to the work- 
in-progress underlined the need for the auditor to make use of all available records and 
information. 


24. ALLEN CRAIG & CO. (LONDON) LTD. (1934) 
Subject 


The company auditor’s responsibility to submit the audit report of the company to the concerned 
officials. 


Fact 


The company made a loss in each year of its existence, and there was a deficiency of assets to meet 
liabilities of over £ 40,000. In submitting the accounts for the year to 30th June 1924, the auditor sent 
a letter to the company drawing attention to the serious position of the company, this being quite 
apart from the normal audit report. In 1927, in submitting the accounts for the years to 30th June 
1925 and 1926 respectively, the auditor sent further letters, showing that there was a deficiency as 
regards creditors of nearly £ 11,000. 

The liquidator of the company took out asummon for misfeasance against the former managing 
director and the auditor asking for a declaration that such parties were liable for the debts of the 
company incurred after 30th June, 1925. 


Legal View 


It was held that the duty of the auditors, after having signed the report to be annexed to a balance 
sheet is confined only to forwarding that report to the secretary of the company. It will be for the 
secretary or the directors of the company to convene a general meeting and send the balance sheet 
and report to members entitled to receive it. The auditor, in no way, will be held liable in this 
situation. 


25. LEECH VS STOKES BROS. (1937) 
Subject 


Auditor's liability for non-detection of frauds, when he acts only as an accountant. 


Fact 


The defendants had prepared accounts for a number of years for a firm of solicitors for the purpose 
of submission to the Inspector of Taxes. No balance sheets were ever prepared. The instructions 
were given by one of the partners, Dublin, and on his death, a new partner employed another 
accountant to audit the accounts, as a result of which defalcations of the client’s money by the 
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cashier were discovered. Action for damages on the ground of negligence was brought against the 
defendants. 


Legal View 


The negligence alleged were the following 
1. Failure to prepare a balance sheet 
2. Failure to vouch or test certain fees brought into the accounts 
3. Failure to reconcile the bank account and cash 


The defendants were able to prove that they were not employed to audit the accounts, but only 
to prepare a profit and loss account for income tax. 


The courts found that there was no negligence in not preparing a balance sheet or in not refus- 
ing to prepare a profit and loss account until the books were written up to enable them to prepare a 
balance sheet. 


26. S. P. CATTERSON AND SONS LTD. (1937) 


Subject 


Inadequacy of internal check system and the duty of the auditor. 


Fact 


In this case, the company had a poor system for dealing with sales in that the same invoice book was 
used for both cash sales and credit sales and this led to defalcations. The auditors had drawn 
attention of the directors to the shortcomings of the system, but no action had been taken. The audi- 
tor was acquitted of negligence on the ground that the primary duty for exercising control vested 
with the directors. 


Legal View 


The auditors had reported about the weaknesses in the system rightly to the directors. This should 
now be done formally in ‘Internal Control Letters’ (Letters of Weaknesses). So, the auditor was not 
held liable. 


27. SOCKOCHINSKY VS BRIGHT GRAHAM & CO. (1938) 
Subject 


Right of auditor to retain working papers prepared by him to carry out the assignment. 


Fact 


In this case, an important and pertinent question was raised, this is regarding the ownership of the 
working papers. Sockochinsky, the auditor, claimed that he had collected the information for the 
purpose of discharging his duties, therefore, he was entitled to the possession of these papers. On 
the other hand, the client claimed that the auditor had acted as agent of the business and he should 
surrender these papers to the client as every other agent does. The auditor had also argued that in 
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case he is charged of negligence by his client, he could produce these papers as evidence in his 
defense. 


Legal View 


It was held that the working papers belonged to the auditor, because they were independent con- 
tractors and not agents of the clients in this context. So, an auditor as an independent professional is 
entitled to the working papers prepared by him. 


28. COMMISSIONER OF INCOME TAX, 
MADRAS VS G. M. DANDEKAR (1952) 


Subject 
Liability of an auditor to a third party. 


Fact 


Mr. Dandekar, a chartered accountant, was appointed by A. Mohammed & Co. to prepare the state- 
ment of accounts and income tax returns. He examined the books of accounts and signed a few 
statements including the trading and profit and loss account and the balance sheet. He also for- 
warded the statements of account of the firm to the income tax department stating that the accounts 
were verified by him. But the income tax department later discovered that the profits shown in the 
above statements were incorrect and false. The department, therefore, brought legal action against 
the auditor for his negligence in duty. 


Legal View 


The case was decided in favour of the auditor and he was not held guilty for negligence. It was held 
that the role of an auditor to the assessee is just like a lawyer or an advocate in a court. It is the re- 
sponsibility of the income tax officer to investigate the accounts. The auditor owed no duty to the 
income tax department (third party) and as such, no question of negligence in duty could arise. 


29. REGINA VS WAKE AND STONE (1954) 
Subject 


Liability of the directors and the auditors for false statement in the prospectus. 


Fact 


The prospectus of the defendant company Wake and Stone, contained the figures for stock and 
work-in-progress which was duly certified by the auditor of the company, was subsequently 
proved to be false, deceptive and misleading. A case was filed by the plaintiff against the company 
and its auditors for inflating the stocks and work-in-progress figure. It was pleaded on behalf of the 
auditor that he relied on the statement given by the managing director. 


Important Case Decisions } 
Legal View 


Both the managing director and the auditor were found guilty. But the nature of punishment in the 
two cases was different. The managing director was sentenced to imprisonment and the auditor 
was fined £ 200 or in the alternative six months imprisonment for having signed the report for the 
prospectus recklessly. 


30. BASU R. B. VS P. K. MUKHERJEE (1957) 
Subject 


Professional misconduct of an auditor under Clause 10, Part I of the First Schedule of the Chartered 
Accountants Act, 1949. 


Fact 


Mr. P. K. Mukherjee, a chartered accountant, was employed by the complainant for the purpose of 
income tax appeal before the Income Tax Appellate Tribunal. The remuneration for this purpose to 
be paid had been fixed on certain percentage of the relief of tax. 
The complainant submitted a complaint to the Institute of Chartered Accountants of India on 
the following grounds: 
1. That the respondent failed to appear at the hearing of the appeal before the tribunal 
inspire of agreement between them. 


2. That a large sum of money were wrongfully taken by him by false representation 
of the case. 


Legal View 


The court could not establish any of the above charges against the respondent. However, the disci- 
plinary committee of the Institute of Chartered Accountants of India made a charge against 
Mr. Mukherjee that he had charged his fees at a certain percentage of relief of tax on the ground that 
no practising chartered accountant can accept fees on percentage basis as per the provision of 
Clause 10, Part I of the First Schedule of the Chartered Accountants Act, 1949. Hence, he was held 
guilty of professional misconduct and suspended from practice for a period of three months. 


31. THOMAS GARRAND AND SONS LTD. (1967) 
Subject 


Liability of an auditor for his failure to detect falsification of accounts. 


Fact 


The accounts of this company had allegedly been manipulated in the following ways: 
(i) The stock figures were inflated. 
(ii) Purchases relating to the current period were charged in the succeeding period. 
(iii) Sales made after the accounting date were credited in the earlier period. 
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The auditors were found liable for misfeasance in respect of dividends paid by the company, 
where had the accounts not been manipulated, no profit would have been available. The auditors’ 
negligence arose primarily from their failure to follow up the alterations of the purchase invoices. 
They had discovered the alterations, but accepted explanations too easily. 


Legal View 


Two main conclusions can be drawn from this case. Firstly, the need for sound audit tests on the 
year-end cut-off procedures and secondly, the fact that once the auditors have discovered suspi- 
cious circumstances in this case, the alteration of the dates on the invoices, they have a duty to probe 
the matter thoroughly, and must not be easily satisfied by explanations provided by directors or 
officials. 


ANNEXURE B 


Objective Type Questions 


. Auditing refers to 

(a) preparation and checking of accounts 

(b) examination of accounts business units only 

(c) examination of accounts by professional accountants 
(d) checking of vouchers 

. Auditing is a branch of 


(a) natural Science (b) social science 
(c) abstract Science (d) none of them 
. Statutory audit means 
(a) compulsory audit (b) audit as required by law 
(c) external audit (d) all of them 


. Main object of auditing is 

(a) detection of errors 

(b) to find out whether P&L/c a/c and B/S show true and fair state 
(c) detection of frauds 

(d) detection and prevention of frauds and errors 

. Auditing is luxury fora 

(a) joint stock company (b) partnership firm 

(c) small shopkeeper (d) government company 


. Limitation of audit is 


(a) that it does not reveal complete picture 

(b) that it does not guarantee accuracy of accounts 

(c) that auditor may be biased 

(d) all of the above 

. Auditing is compulsory for 

(a) small scale business enterprises (b) all partnership firms 

(c) all joint stock companies (d) all proprietary concerns 
. Propriety audit refers to 

(a) verification of accounts 

(b) examination of accounts of proprietary concerns 
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10. 
11. 
12. 
13. 


14. 
15. 


16. 
17. 


18. 


(c) enquiry against justification and 
(d) audit of government companies 
(e) necessity of expenses 
Property audit is normally undertaken in case of 


(a) joint stock company (b) government company 

(c) statutory corporation (d) government departments 
Government may order for special audit under 

(a) Section 227 (b) Section 233A 

(c) Section 233B (d) Section 224 
Special audit is necessary for 

(a) manufacturing concern (b) processing concern 

(c) inefficient concern (d) trading concern 
Government may order for cost audit under 

(a) Section 227 (b) Section 233A 

(c) Section233B (d) Section 224 
Central government may order for cost audit of 

(a) trading concerns (b) mining concerns 

(c) insurance company (d) non-processing concerns 


Interim audit refers to 

(a) examination of accounts continuously 

(b) examination of accounts intermittently 

(c) audit work to find out and check interim profits of a company 
(d) carrying on audit for bonus purposes at the end of year 
Final audit implies 

(a) audit of accounts at the end of year 

(b) finally checking of accounts to reveal frauds 

(c) audit for submitting report immediately 

(d) audit of banking companies at the end of year 
A continuous audit is specially needed for 


(a) any trading concerns (b) smaller concerns 

(c) banking companies (d) any manufacturing concern 
Alteration of figures after audit is a limitation of 

(a) final audit (b) continuous audit 

(c) interim audit (d) none of the above 


Management audit means 

(a) audit undertaken on behalf of the management 

(b) evaluating performance of various management processes and functions 
(c) audit undertaken on behalf of government to punish management 

(d) compulsory audit of company management 


19. 


20. 


21. 


22. 


23. 


24. 


25. 


26. 


27 


28. 


Objective Type Questions } 


Systems audit implies 

(a) systematic examination to improve accounts 

(b) audit undertaken to auditing systems 

(c) enquiring accounting and control systems 

(d) checking the performance of management 
Internal audit means 

(a) audit undertaken to ascertain truth and fairness of state of affairs 
(b) audit undertaken internally to evaluate management functions 
(c) audit by independent auditor to improve internal affairs 

(d) audit undertaken by employees of the organisation to check financial irregularitie 
Internal audit is 

(a) compulsory for a company with paid-up capital of Rs.25 lakh and above 
(b) voluntary for a company 

(c) not necessary for a company 

(d) necessary for a company 

Internal audit is undertaken 

(a) by independent auditor 

(b) statutorily appointed auditor 

(c) by a person appointed by the management 

(d) by a Government auditor 
Internal auditor is appointed by the 


(a) management (b) shareholders 

(c) government (d) C&AG 
The scope of work of internal audit is decided by the 

(a) shareholders (b) management 

(c) government (d) law 
The scope of work of statutory audit for a company is decided by the 
(a) shareholders (b) management 

(c) government (d) law 
The object of internal audit is 

(a) to prevent errors and fraud (b) to detect errors and frauds 
(c) to improve financial control (d) all of the above 
Internal auditor can be removed by the 

(a) government (b) shareholders 

(c) management (d) company Law Board 


Control and management of audit profession is in the hands of 
(a) government 

(b) C&AG 

(c) Institute of Charted Accountants of India 

(d) Institute of Cost and Work Accountants of India 
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29. Institute of Chartered Accountants of India was established on 
(a) April 1, 1956 (b) April 1, 1949 
(c) July 1, 1956 (d) July 1, 1949 
30. Internal check refers to 
(a) checking of record by the cashier 
(b) checking of accounts by the internal auditor 
(c) checking of work of one person by another automatically 
(d) managerial control internally over the subordinates 
31. The object of internal check is to 
(a) control wastages of resources 
(b) prevent errors and frauds 
(c) verify the cash receipts and payment 
(d) facilitate quick decision by the management 
32. Effective internal check system reduces 
(a) the liability of auditor 
(b) work of auditor 
(c) both work as well as liability of auditor 
(d) responsibilities of an auditor 
33. Internal check is a part of 


(a) internal audit (b) internal accounting 

(c) external audit (d) internal control 
34. Internal check is carried on by 

(a) special staff (b) internal auditor 

(c) accountant (d) none of the above 
35. Internal check is suitable for 

(a) large concerns (b) small concerns 

(c) petty shopkeepers (d) none of the above 


36. Internal check involves 
(a) reduction of work of cashier 
(b) division of responsibilities of members of staff 
(c) verification of inventory 
(d) collusion among the members of staff 
37. Internal check is carried on by 
(a) staff specially appointed for the purpose 
(b) internal auditor 
(c) the members of the staff among themselves 
(d) supervisor of the staff 
38. Internal check is essential for 
(a) petty traders (b) cash transactions in a large concern 
(c) aconcern using automatic equipments (d) none of the above 


Objective Type Questions 


39, 


40. 


41. 


42. 


43. 


45. 


46. 


47. 


48. 


49. 


50. 


Misappropriation of goods may be checked by 


(a) proper supervision over stock 

(c) checking of employees 
Window dressing implies 

(a) curtailment of expenses 

(c) checking wastages 


Falsification of accounts is undertaken by 


(a) auditors 
(c) accountants 
Errors of omission are 
(a) technical errors 
(c) compensating errors 
Valuation of assets on wrong basis is 
(a) technical error 
(c) error of principle 


. Test checking refers to 


(a) testing of accounting records 
(b) testing of honesty of employees 


(b) punishment of employees 
(d) none of the above 


(b) under-valuation of assets 
(d) over-valuation of assets 


(b) clerks 
(d) responsible officials 


(b) errors of principle 
(d) none of the above 


(b) clerical errors 
(d) compensating error 


(c) intensive checking of a selected number of transactions 


(d) checking of all transactions recorded 


Test checking should not be applied to 
(a) purchases book 
(c) stock book 

Test checking should not be applied to 
(a) sales book 
(c) bank reconciliation statement 


(b) sales book 
(d) cash book 


(b) purchases book 
(d) bills book 


Cost of removal of business to a more convenient place is a 


(a) capital expenditure 

(c) deferred revenue expenditure 
Expenses on experiments are 

(a) revenue expenses 

(c) deferred revenue expenses 
Vouching implies 

(a) inspection of receipts 


(b) revenue expenditure 
(d) none of the above 


(b) capital expenses 
(d) none of the above 


(b) examination of vouchers to check authenticity of records 


(c) surprise checking of accounting records 


(d) examining the various assets 


Payment for goods purchased should be vouched with the help of 


(a) creditors statement 
(c) cash memos 


(b) correspondence with the suppliers 
(d) ledger accounts 
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51 


D2: 


53. 


54. 


55. 


56. 


57. 


58. 


59. 


60. 


61. 


62. 


. Payment for wages should be vouched with the help of 
(a) piece work statement (b) wages sheets 
(c) minute book (d) bank pass book 
Commission paid should be vouched with the help of 
(a) salary book (b) wages sheet 
(c) creditors statement (d) commission book and related agreements 


The most reliable voucher is one, which originates 

(a) in the concern 

(b) outside the concern 

(c) outside the concern and sent directly to the auditor 
(d) in the concern and sent directly to the auditor 


Sales proceeds from machine should be vouched with the help of 

(a) cash book (b) sale contract 

(c) brokers’ statement (d) none of the above 
Payment for building purchased should be vouched with he help of 

(a) title deed (b) correspondence with the brokers 

(c) building account (d) cash book 
Partner’s drawing should be vouched with the help of 

(a) stock book (b) cash book 

(c) memorandum drawing book (d) agreement deed 
Investment should be vouched with the help of 

(a) commission book (b) brokers’ book 

(c) sales deeds (d) minute book 
Receipts from debtors should be vouched wit the help of 

(a) counterfoil receipts and cash book (b) supplier’s statement 

(c) sales deeds (d) general ledger 
Bad debt recovered should be vouched with the help of 

(a) debtors statement (b) general ledger 

(c) dividends book (d) counterfoils of dividend warrants 
Receipts from sale of investment should be vouched with the help of 

(a) brokers’ budget notes (b) brokers’ sold notes 

(c) minute book (d) inventory of investment 
Purchases returns should be vouched with the help of 

(a) bought notes (b) credit notes 

(c) goods inwards book (d) cash book 


Payment for bills should be vouched with the help of 
(a) debtors’ statement (b) creditors’ statement 
(c) bills returned (d) bills with the suppliers 


63. 


64. 


65. 


66. 


67. 


68. 


69. 


70. 


71, 


Verification refers to 

(a) examination of journal and ledger 

(b) examination of vouchers related to assets 
(c) examining the physical existence and valuation of assets 
(d) calculation of value of assets 
Object of verification is 

(a) physical verification of assets 

(b) checking value of assets 

(c) examining the authority of their acquisition 
(d) all of the above 
Which of the following statement is correct ? 

(a) valuation is a part of verification 

(b) verification is a part of valuation 

(c) valuation is a valuer 

(d) valuation has nothing to do with verification 
Stock should be valued at 

(a) cost 

(b) market value 

(c) cost or market price, whichever is lower 
(d) cost less depreciation 
Valuation means 

(a) calculating value of assets 

(b) checking the value of assets 

(c) checking the physical existence of assets 
(d) examining the authenticity of assets 
“Auditor is not a Valuer” was stated in 


(a) Kingston Cotton Mills Case (b) London and General Bank Case 

(c) Lee vs Neuchatel Co. Ltd. Case (d) London Oil Storage Co. Case 
Fixed assets are valued at 

(a) cost (b) market value 


(c) cost or market price, whichever is less (d) cost less depreciation 
Plantation products are valued at 

(a) cost 

(b) market 

(c) cost or market price, whichever is lower 

(d) net amount subsequently realised 
Incomplete contracts should be valued on the basis of 
(a) net profit of the period 

(b) two-thirds of net profit of the period 

(c) two-thirds of estimated profit of the period 

(d) none of the above 
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72. Joint audit implies 


(a) audit of two concerns together (b) audit of joint stock companies 
(b) audit of joint sector companies (d) audit by two firms of CA 
73. Loans given should be verified with the help of 
(a) statement of loans (b) schedule of book debts 
(c) inspection of agreement (d) certificate from the bank 
74. Book debts should be verified with the help of 
(a) balance sheet (b) amount received from debtors 
(c) debtors’ schedule (d) certificate from the management 
75. To verify goodwill, the auditor should check 
(a) sales deed (b) purchase agreement 
(c) balance sheet (d) certificate from the management 
76. Investments in hand should be verified with the help of 
(a) schedule of investments (b) balance sheet 
(c) inspection of securities (d) certificate from the bank 
77. First auditor of a company is appointed by the 
(a) shareholders (b) central government 
(c) Company Law Board (d) Board of Directors 


78. Which of the following persons is qualified to be a company auditor? 
(a) an employee of the company 
(b) a body corporate 
(c) a person who is indebted to the company for Rs.10, 000 
(d) aperson who is a member of a private company 
79. Which of the following persons is not qualified to be a company auditor? 
(a) a body corporate (b) an employee of the company 
(c) aman of unsound mind (d) all of the above 
80. The first auditor of company will hold office 
(a) for a period of one year 
(b) till holding of statutory meeting 
(c) till the conclusion of first annual general meeting 
(d) till a new auditor is appointed 
81. The following cannot be appointed as an auditor of the company 


(a) a chartered accountant (b) a firm of CA 

(c) a body corporate (d) none of the above 
82. Normally, a company auditor is appointed by the 

(a) central government (b) shareholders 

(c) Board of Directors (d) C&AG 


83. An auditor in a casual vacancy is appointed by the 
(a) central government (b) shareholders 
(c) Board of directors (d) C&AG 


84. 


85. 


86. 


87. 


88. 


89. 


90. 


91. 


92. 


93. 


94. 


95. 


If an auditor, not appointed at general meeting, he is appointed by the 
(a) central government (b) Shareholders 
(c) Board of Directors (d) none of them 
A vacancy caused by resignation of the auditor is filled only 
(a) by Board of Directors 
(b) At the general meeting of shareholder 
(c) by the central government 
(d) by the company law board 
A special auditor is appointed by the 
(a) shareholders (b) Board of Directors 
(c) central government (d) C&AG 
A government auditor may be appointed by the 
(a) central government on the advice of C&AG 
(b) shareholders 
(c) Board of Directors 


(d) C&AG 
A company auditor can be removed before expiry of his term by 
(a) shareholders (b) Board of Directors 
(c) central government (d) state government 
Remuneration of a company auditor is fixed by the 
(a) shareholders (b) Board of Directors 
(c) central government (d) appointing authority 
A company auditor, in general, has to submit his report to 
(a) shareholders (b) Board of Directors 
(c) central government (d) C&AG 
An auditor of government company has to submit his report to the 
(a) shareholders (b) ministry concerned 
(c) central government (d) C&AG 
Amount of share premium may be utilised for 
(a) payment of dividend (b) writing off of preliminary expenses 
(c) routine expenses (d) purchase of fixed assets 
Shares can be issued at Premium under Section 
(a) 76 (b) 78 
(c) 79 (d) 80 
Dividend cannot be paid out of 
(a) capital profits (b) capital receipts 
(c) revenue receipts (d) none of above 


A chartered accountant sent a circular soliciting his work. He will be liable for 
(a) misfeasance (b) negligence 
(c) professional misconduct (d) none of the above 
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96. Civil liability of an auditor implies liability for 


(a) fraud (b) misappropriation of cash 
(c) incorrect reporting (d) misfeasance 
97. An auditor, working in honorary capacity is 
(a) liable (b) not liable 
(c) criminally liable (d) none of the above 
98. A company auditor should see that the dividend has been paid 
(a) after charging depreciation (b) out of capital profits 
(c) out of accumulated profits (d) none of the above 
99. In his audit report, the company auditor should state 
(a) correct state of affairs (b) true state of affairs 
(c) fair state of affairs (d) true and fair state of affairs 
100. Companies Auditor's Report Order (CARO) is applicable to 
(a) banking companies (b) trading companies 
(c) insurance companies (d) none of the above 


101. Under the Companies Act, 1956 annual audit is compulsory for 
(a) private limited companies (b) public limited companies 
(c) companies listed on a stock exchange (d) all companies 
102. The Companies Auditor’s Report Order does not cover the following 
(a) an overseas branch of an Indian company 
(b) indian branch of a company incorporated outside India 
(c) the head office of a company incorporated outside India 
(d) all of them 
103. The branch auditor of a limited company can be appointed by 
(a) board of directors of the company 
(b) statutory auditor if authorised by the company in general meeting 
(c) company itself in general meeting 
(d) none of the above. 
104. Cost audit report is to be furnished to 
(a) the central government with a copy to the company 
(b) the central government only 
(c) the company only 
(d) the shareholders of the company 


105. All the books of account and supporting vouchers of a company are seized by the tax au- 
thorities. The auditor would most likely to express 


(a) a qualified report (b) an adverse report 
(c) adisclaimer of opinion (d) none of the above 


106. A control procedure often used in cases where computer files can be accessed from terminals 
is the use of 


(a) check digit (b) password 
(c) batch total (d) system analyst 


107. 


108. 


109. 


110. 


111. 


112. 


113. 


114. 


115. 


116. 
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An error report, containing erroneous data detected by programmed control procedures, 
should be reviewed and followed up by 


(a) system analyst (b) computer programmer 
(c) check digit control (d) EDP internal auditor 


The values of certain artwork held as investments by the enterprise have been estimated by 
a qualified valuer engaged by the enterprise. You should 


(a) accept the valuation (b) engage another valuer for valuation 

(c) reject the valuation (d) disclaim an opinion 
The most common audit procedure for verification of ownership of land is 

(a) examination of correspondence concerning purchase of land 

(b) examination of title deed of the land 

(c) examination of minutes of the board meeting concerning purchase of land 
(d) physical verification of land 
To discover unrecorded disposal of fixed assets, the auditor should check 

(a) examination of insurance policies 

(b) review of repair and maintenance expenses 

(c) examination of invoices relating to additions to fixed assets. 

(d) scrutiny of cash book 
Independent financial audit can best be described as 

(a) a branch of accounting 

(b) alegal requirement 

(c) a tool to protect the shareholders interest 

(d) a function of attestation 
Following type of audit is not statutorily required for companies in India 

(a) cost audit (b) tax audit 

(c) annual financial audit (d) internal audit 


The audit which involves examining the effects of the activities of an enterprise on environ- 
ment is known as 


(a) system audit (b) green audit 
(c) cost audit (d) none of them 
Following audit aims at measuring the efficiency with which an enterprise has used energy 
(a) environmental audit (b) management audit 
(c) energy audit (d) none of them 


In case of payments, the most reliable evidence is 
(a) receipts sent by the person to whom payment is made 
(b) entry relating to payment in the bank passbook 
(c) entry relating to payment in the cash book 
(d) none of the above 
Direct confirmation procedure can be applied to 
(a) debtors only (b) creditors only 
(c) both (d) none of them 
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118. 


119. 


120. 


121. 


122. 


123. 


124. 


125. 


An audit engagement letter should preferably be sent 
(a) before the commencement of audit 
(b) immediately after the commencement of audit 
(c) any time before the completion of audit 
(d) after the completion of audit 
Internal check usually operates 
(a) before the processing of a transaction 
(b) asa part of the processing of a transaction 
(c) after the processing of the transaction 
(d) at all stages of the transaction 
The scope of internal audit of a company is determined by 


(a) shareholders (b) management 
(c) Provisions of the Companies Act (d) all of them 
Statistical sampling involves the use of statistical techniques for 
(a) determination of sample size (b) selection of sample 
(c) interpretation of sample results (d) all of them 
Statistical sampling techniques can be employed by an auditor in carrying out 
(a) compliance procedures (b) substantive procedures 
(c) both the procedures (d) none of them 


Following document would be considered most reliable in case of receipts from customers 
(a) daily cash receipts statement 

(b) copy of acknowledgement sent to the customers 

(c) bank pay-in-slip 

(d) bank statement 
The general accepted basis of valuation of fixed assets is 


(a) net realisable value (b) historical cost less depreciation 
(c) replacement cost (d) none of the above 

An auditor finds that fictitious sales have been recorded to inflate profit. The auditor should 
(a) ignore it (b) allow it 
(c) qualify his audit report (d) none of the above 

The auditor did not check the adequacy of provision for bad and doubtful debts. He can be 
(a) held liable for it (b) not liable for it 


(c) liable criminally for it (d) none of the above 
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A. SHORT AND PRACTICAL QUESTIONS 
Q.1. Define the term ‘audit’. 


Answer: The word ‘audit’ is derived from the Latin word ‘audire’, which means, “to hear”. In 
olden times, whenever the owners of a business suspected fraud, they appointed certain persons to 
check the accounts. Such persons sent for the accountant and ‘heard’ what they had to say in 
connection with the accounts. 


The dictionary meaning of audit is official examination of accounts. Obviously, the person who 
examines the accounts must be a person who knows what to examine, how to examine and to whom 
his examination report and observations are to be submitted. In brief, it can be said that auditing is 
the process by which competent independent individuals collect and evaluate evidence to form an 
opinion and communicate his opinion to the person interested through his audit report. 

Montgomery, a leading American accountant, defines auditing as: “Auditing is a systematic ex- 
amination of the books and records of a business or other organisations, in order to check or verify 
and to report upon results thereof.” 

The ICAI has defined auditing in its AAS-1 as:” An audit is the independent examination of fi- 
nancial information of any entity, whether profit oriented or not and irrespective of its size or legal 
form, when such an examination is conducted with a view to express an opinion thereon.” 

From the above definitions, it is seen that an auditor has not only to see the arithmetical accu- 
racy of the books of accounts but has to go further and find out whether the transactions entered in 
the books of original entry are correct or not. It is possible to perform this function by inspecting, 
comparing, checking, reviewing, scrutinising the vouchers supporting the transactions in the books 
of accounts and examining the correspondence, minute books of the shareholders’ and directors’ 
meeting, Memorandum of Association and Articles of Associations, etc. 


Q. 2. State the social objective of auditing. 


Answer: Audit isa social science which has certain social objectives. It should make contributions 
towards the fulfilment of social purposes. Auditing work, to be effectively performed, have to 
function for the following. 


1. Protection of shareholders interest: 

Auditors are the representatives of the shareholders. Naturally, it is the duty of an auditor to see 
whether the interest of the shareholders are protected or not. The shareholders’ interest can be pro- 
tected by ensuring stable solvency, profitability and efficiency position of the company form of or- 
ganisation. 
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2. Protection of national interest: 

Another vital social objective of an audit is to see that the national interest is protected. The national 
interest can be protected only when cases of evasions of taxes are prevented. So, tax evasion should 
be discouraged for national interest as there is no denying the fact that raising revenue through 
taxation is a must for the development of the country. 


3. Safeguarding capital erosion: 

Mere examination of the books of accounts will not help to locate those factors, which are responsi- 
ble for capital erosion. In order to stop capital erosion of the business, different systems of audit 
should be introduced. Capital erosion is very dangerous, because it tends to liquidate the business. 
So, the function of an audit from social point of view is to stress and scrutinise those aspects, which 
are responsible for capital erosion. 


4. Measurement of fair wages: 

Measurement of fair wages does not come under the purview of general audit. It should be the 
social objective of an audit to see whether the wages for workers are fair and in conformity with the 
general price index. 


5. Fair prices for consumers: 

As a part of the society, the business organisation should charge fair prices from the consumers. It 
will not only create goodwill of the organisation but also ensure its future growth. An auditor 
should take care of this social aspect of auditing. 


6. Fair return for investors: 

If the capital of a company is not utilised efficiently, the company will not be able to earn fair profit. 
On the other hand, the growth of the business may be withheld. Both high and low turnover of capi- 
tal stand on the way to fair return. This rate of turnover should be compared with turnover rate of 
other companies belonging to the same industry. Justice to the investors depends on the solvency 
and profitability position of the business, which becomes favourable through the earning of fair 
return. 


Q. 3. ‘Auditing is a dynamic social science.’ Explain. 


Answer: In the above statement, two objectives of auditing are used, i.e. ‘dynamic’ and ‘social’ , to 
describe the characteristics of the functions of auditing. The first objective is used to describe the 
changing roles of the professionals involved in the function of auditing and the second objective is 
used to give an idea about the field of study of auditing. 

Auditing is considered dynamic in the sense that the role of auditor changes with the changes of 
the need of the users. At present, the shareholders of a company are demanding more transparency 
in accounts in order to take correct decision on the basis of audited accounts. In addition to that, 
legal obligation of the auditors are increasing to a great extent due to the introduction of new 
provisions of the Acts governing the accounts and improved version of generally accepted account- 
ing principles. To match with these dynamic needs of the users of accounting information, the audi- 
tor has to be dynamic. 

On the other hand, auditing belongs to social science group of subjects. Social science deals with 
the problems of the society and tries to eliminate social injustice. Auditing as a profession has some 
social obligations also. In order to protect the interest of the society including the shareholders, 
customers, governments, financers and suppliers, the auditor has to see whether the books of 
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accounts of the organisation gives a true and fair view of the state of affairs of the organisation. In 
order to ensure reliability on accounts prepared, he has to check the accounts with reasonable care 
and skill. 

So, in the present changing society, the auditing profession has become very dynamic in order 
to meet the social needs of the time. 


Q. 4. State important features of internal audit. 


Answer: Internal audit is conducted by specially assigned staff within the organisation. It is an 
audit through which a thorough examination of the accounting transactions as well as the system 
according to which these transactions have been recorded is conducted. Internal audit is under- 
taken to verify the accuracy and authenticity of the financial accounting and statistical records pre- 
sented to the management. As per SAP-7, the scope and objectives of internal audit vary widely and 
are dependent upon the size and structure of the entity and the requirements of its management. 
(a) The internal audit system is considered to be a part of the management control system and 
not merely an assistant thereto. 
(b) Internal audit often differs in its scope and emphasis; it is more managerial than accounting. 
(c) The nature and extent of checking also depends on the size and type of the business organi- 
sation. 
(d) It embraces not only the operational audit of various operational activities in the organisa- 
tion but also includes the audit of management itself. 
(e) The function of internal audit can be considered as an integral part of the internal control 
system. 
(f) Internal audit is continuous in nature. The work of internal auditor starts after the transac- 
tions are completed. 
(g) Generally the internal audit is conducted by the permanent staff of the organisation. Some- 
times outside agencies may be asked to conduct internal audit. 
(h) The existence of internal audit is a help to the external auditor. 


Q. 5. What are the ways and means of removing the drawbacks of continuous audit? 


Answer: Ina large enterprise, continuous audit is a must for proper and timely completion of 
audit. So, some special measures have to be taken for avoiding the limitations of continuous audit as 
far as practicable. The following measures can be taken to overcome the shortcomings of continuous 
audit: 


1. Use of audit notebook: 

The auditor must record in his notebook the work completed by him and his assistants from time to 
time, material errors detected and rectified, raised by him and his staff and explanations given by 
the client. Before starting the work each time, the auditor should have a look over the notebook and 
books of accounts to know the extent of work completed up to last visit or whether any query re- 
mains unanswered or whether any alteration has been made. 


2. Use of special ticks in checking: 

The auditor may use a different tick for checking the figures altered before audit. Such variation in 
tick mark should be slight and unnoticeable. This will enable the auditor to identify whether any 
unauthorised alteration has been made subsequent to audit. 
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3. No change in audit staff: 

The duties of audit staff should not be changed in order to maintain the flow of work undisturbed 
and to ensure the follow-up of unresolved points. However, to avoid monotony in work, the nature 
of duty of the audit staff may be changed after completion of annual audit. 

4. No change in audited figures: 

Clear instruction must be given to client for not changing any audited figure. If any extra-ordinary 
situation requires such change, it should be done with prior intimation to the auditor and with the 
help of rectification entry only. 

5. Casting in ink: 

The casting of periodical total of the various books of accounts should be written in ink as and when 
they are checked. 

6. Incomplete work: 

Checking of each part of work, whenever undertaken, should be completed in one visit and should 
not be left incomplete to be completed for the next visit. 

7. Sound audit programme: 


There should be well-framed audit programme indicating the extent of work to be completed, allo- 
cation of work and time schedule of various works. This will make the continuous audit very effec- 
tive. 


Q. 6. State the advantages and disadvantages of written audit programmes containing 
details of the work to be performed. 
Answer: The principal advantages of a written or prepared audit programme are as follows: 

(a) The danger of any essential part of the work being omitted or overlooked is minimised. 

(b) Staff engaged on any audit may be changed at any time with the minimum of dislocation. 

(c) Audit managers are enabled more effectively to control the progress of several audit simulta- 
neously. 

(d) If each auditor is required to initial the programme for the work performed by him, the re- 
sponsibility may be allocated, should any subsequent query arise. 

(e) A permanent record of the actual work performed is maintained and evidence is afforded 
which may enable the auditor to rebut any possible charge of negligence that may be alleged 
against him. 

The disadvantages of a written audit programme include the following: 

(a) The work of audit may tend to become mechanical if the programme is followed too rigidly 
and as a result, initiative on the part of the staff engaged on the audit may be discouraged. 

(b) Excess or insufficient work may be carried out in certain cases. 

(c) Unless the programme is reviewed and revised frequently in the light of current experience, 
it may become outdated and will not give effect to changes which occur in the nature of the 
client’s business or in the system of accounting and internal check employed. 


Q. 7. Tabulate six documents or papers, which would normally be retained on the perma- 
nent audit file for a limited company. 


Answer: The documents or papers, which would normally be retained on the permanent audit 
file for a limited company, include the following: 
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(b) Details of the corporate structure and management organisational plan. 


(a) Copies of the Memorandum and Articles of Association. 


(c) Extracts from the minutes, contracts and any other documents, which have continuing im- 
portance to the audit. 


(d) Relevant financial information including ratios and trends covering the previous ten years. 
(e) Knowledge of the business giving the history of the company and details about its products 
and the markets in which it operates. 
A copy of any bank certificate request letter sent by the client to its bankers asking that the au- 
ditors should be supplied with information regarding bank balances, securities held in safe custody, 
etc. 


Q. 8. What are ‘check lists’ and ‘flow charts’ and why would you expect to find them in 
audit working papers? 


Answer: ‘Check lists’ are ‘aides-memoire’ to the auditor to ensure all important aspects of the ac- 
counts have been considered. Check lists can also be used in assessing the internal control systems, 
when they would list the crucial questions the auditor must ask. Check lists should be completed, 
signed and placed on the current working papers file to evidence the fact that the matters included 
have been covered. 

‘Flow charts’ are used as pictorial descriptions of either manual or computer systems. They can 
either show a simple flow of documents or they can include aspects of control over the documents 
throughout the system. Flow charts can be a considerably more efficient way of recording a system 
than a narrative and thus are useful to the auditor and his staff. 


Q. 9. How does flow chart differ from an organisational chart? What are the main ad- 
vantages in using a flow chart during an audit? 


Answer: Flow charts are diagrammatic records of the flows of documentation within the organi- 
sation. They usually show the checks, authorisation controls and accounting procedural steps 
through which a document must pass. It usually shows the source of the document, each processing 
stage it passes through, the departments which act upon it and the stage and phase it is eventually 
filed. 


On the other hand, an organisational chart is the diagrammatic representation of the chain of 
responsibilities within an organisation, showing the persons who are functionally in charge of indi- 
vidual activities and the persons to whom they must report. 


The main advantages in using a flow chart during an audit are: 
(a) they ease understanding, 
(b) they provide a permanent record of the system at the time it was prepared, 
(c) they assure all documents are accounted for and 
(d) they assist standardisation of system recording. 


Q. 10. What are the two basic types of audit tests? Give examples of each type and 
explain the purpose of each test. 
Answer: The two types of audit tests are as follows: 


1. Compliance test: A compliance test is a test which seeks to provide audit evidence that the inter- 
nal control procedures are being applied as prescribed. 
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Examples 

(i) Checking for authorisation on a credit note: This should confirm that all credit notes are suitably au- 
thorised before being issued. 

(ii) Checking for the casting stamp on a purchase invoice: This should confirm that all invoices are cast 
before being paid. 

(iii) Checking that copy of goods despatched notes are attached to the copy of sales invoices: This 
should confirm that invoices would only be posted to the sales ledger after the goods have been 
despatched. 


2. Substantive test: A substantive test is a test of a transaction or balance, which seeks to provide 
audit evidence as to the completeness, accuracy and validity of the information contained in the 
accounting records or financial statements. 


Examples 
(i) Circularisation of debtors to confirm the accuracy of the balance on the sales ledger. 
(ii) Checking the posting of day-book totals to the nominal ledger, which should confirm accuracy of 
posting. 
(iii) Matching a purchase invoice with the original order and goods received note to confirm that the pur- 
chase is bona fide. 


Q. 11. Explain what is meant by the expression ‘examination in depth’ and illustrate by 
reference to the verification of a payment made to a creditor for goods supplied. 


Answer: ‘Examination in depth’ involves the tracing of a transaction through the different stages 
from its initiation to its conclusion. The records and supporting vouchers applicable at each succes- 
sive stage are examined to an appropriate extent, bearing in mind the quality of internal check op- 
erating at that stage. 

For example, the verification of a payment made to a trade creditor for goods supplied is fre- 
quently carried out by simply examining the paid cheque returned from the bank, ensuring that it is 
drawn in favour of the creditor and restrictively crossed. Verification of this transaction ‘in depth’, 
however, would involve examination of the following further items: 

(a) A copy of the original order and the authority thereof 

(b) The goods received note and evidence that the goods have been examined to ensure their 
conformity with the original order, both as to quantity and quality 

(c) The supplier’s invoice and statement of account 

(d) Evidence in the stock records of the inclusion of the goods into stock 


Q. 12. State what you understand by the term ‘cut-off procedure’ and some of the points 
with which you as auditor would be concerned. 
Answer: ‘Cut-off procedure’ is the procedure operated by a company in relation to stock in trade, 
which ensures that at the balance sheet date there is complete accord between the physical stock 
brought into account on the one hand and the related records of purchases and sales on the other. 
The auditor would be concerned with such matters as the following: 
(a) The procedure for linking sales records with stock records so that goods sold and invoiced to 
customers are excluded from stock, even though they have not left the premises. 
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(b) The procedure for linking purchases records with stock records so that all goods purchased 
are included in the stock, even though not yet received. 

(c) The procedure which ensures that goods not belonging to the company, e.g. goods held by 
the company as agent or on a sale or return basis, etc. are not included in the stock, and that 
goods belonging to the company and held by other parties on a similar basis are included in 
the inventory, 

(d 


Sa 


Where stock has been taken on a date other than the balance sheet date, the procedure for 
adjusting the inventory to take into account movements to and from stock, which have taken 
place between the stock taking date and the balance sheet date. 


Q. 13. Design a checklist for your use in considering whether or not the audit report 
should be qualified. 
Answer: A qualification checklist should include the following: 
(i) Does the balance sheet show a true and fair view? 
(ii) Does the profit and loss account show a true and fair view? 
(iii) Have all the requirements of the Companies Act been duly complied with? 
(iv) Has the company kept proper accounting records? 
(v) Has the company received proper returns from branches not visited by the auditor? 
(vi) Are the accounts in agreement with the underlying accounting records? 


(vii) Has the auditor received all the information and explanations necessary for the performance 
of his duties? 


(viii) Has sufficient, relevant and reliable evidence been obtained on which to form an opinion? 


(ix) Are there any material aspects of the financial statements about which the auditor has reser- 
vations? 


(x) Are the accounting practices being followed continuously in a consistent way? 


Q. 14. What audit tests would you instruct your staff to make to examine the reasons 
for the delay between cash receipts being recorded in the cash book and ap- 
pearing on the bank statement? 


Answer: The following audit tests should be carried out to determine the reasons for the delay in 
cash recording: 
(a) Ascertain the existing banking procedure from the responsible employee. 
(b) Test that the procedures are being followed covering 
(i) movement of cash from counters to central collection point, 
(ii) recording of cash in the company’s books of accounts, 
(iii) preparation of a bank paying-in-slip, 
(iv) transfer of cash to the bank, 


(v) checking details on the bank statement to the paying-in-slip. There should be no undue 
delay at any stage. 


(c) Observe the staff at each stage and note any reasons why a delay may occur. 
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Q. 15. Tabulate and explain the different types of internal control on which the auditor 
may wish to place reliance. 


Answer: Internal control is a system of control that management sets up to enable it to carry out its 
responsibilities. It extends beyond pure financial and accounting matters and the custody of the 
company’s assets. It could include, for example, functions such as work study, operations research 
and production quality control. 
The different types of internal controls on which the auditor may wish to place reliance include 
the following: 
(a) Organisational controls, e.g. plan of the organisation detailing responsibilities 
(b) Segregation of duties and in particular the separation of the function of authorisation, execu- 
tion, custody and recording 
(c) Physical controls, i.e. the controls designed to restrict access to assets to authorised personnel 
(d) Authorisation and approval, i.e. the controls that ensure that all transaction is authorised by 
a responsible official 
(e) Arithmetical and accounting controls, e.g. checks over the arithmetical accuracy of the 
records such as the use of control accounts and reconciliations 
(f) Personnel, i.e. the procedures that ensure that personnel have capabilities commensurate 
with their responsibilities and include selection and training procedures 
(g) Supervision, e.g. controls over the day-to-day transactions of the business and their 
recording 
(h) Management controls that cover the overall supervision of the business including the review 
of management accounts, budgets and internal audit 


Q. 16. Inalarge manufacturing concern, the management suspects inclusion of ‘dummy 
workers’ in wage sheets. What would you, as an auditor, suggest to detect such 
frauds? 


Answer: Effective and appropriate internal control system should be adopted in order to detect 
the inclusion of the names of dummy workers in the wage sheets. The application of suitable inter- 
nal check system, however, depends on the nature and procedures of wage payment of the factory 
concerned. However, following outlines of the system can be suggested: 

(a) Each worker should be provided with a time card or job card as the case may be. Proper 
records in detail about each worker must be maintained in such cards. The foreman in charge 
should initial the entries in the cards. At the end of the week or month, the card should be 
sent to wage office. 

(b) Due care should be given in the preparation of wage sheets. Wage sheets should not be pre- 
pared by those employees, who are responsible for recording the attendance of the workers. 
The work of wage sheet preparation should be assigned to a number of employees in such a 
way that the work done by one is automatically checked by the other. 

(c) Payment of wages should not be made by those employees, who have taken part in the 
preparation of wage sheet. It should be done by the cashier in the presence of a responsible 
officer and also the foreman, who can recognise the workers. 

(d) Proper records related to overtime authorised and granted to the workers must be main- 
tained. For casual workers, separate records should he maintained. 
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Q. 17. Mention different types of frauds that are possible in credit sales, and state in 


what way an auditor should proceed to detect them. 


Answer: Different types of frauds are possible in credit sales, which may include 
(a) misappropriation of goods returned from customers, (b) misappropriation of the payments 
received, and (c) inclusion of fictitious sales to inflate profits. 


In order to detect frauds in credit sales as mentioned above, the auditor should proceed in the 
following way: 


(a) 


(b) 


(c 


a 


In order to detect misappropriation of goods returned from the customers, the auditor 
should ascertain first the system of recording the goods returned and find out its weak- 
nesses, if any. He should check the entries in the sales returns book with goods inwards book. 
He should also refer to the correspondence entered into between the client and the customers 
returning the goods, and check thoroughly all credit notes to be made along with the 
correspondence, goods inward book and the gate keeper’s records. 

In order to detect misappropriation of payments received, the auditor would verify the state- 
ment received from the customer. The auditor would see that the balances thereon agree 
with the aggregate of unpaid invoices and the credit notes in the relevant customers’ folder. 
In case of suspicion, he should write to the customer concerned ascertaining the balance, 
which remains unpaid, and then compare it with the records. 


In order to detect inclusion of fictitious sales with a view to inflate profits, the auditor should 
check the sales invoices carefully. The auditor should check particularly the sales entered 
towards the close of the accounting period with a view to find whether sales relating to the 
next period have been treated as sales for the current period. He should also check the goods 
outward book and gatekeeper’s record exhaustively with the related invoices to see that only 
real sales have been included in the books. 


Q. 18. Your client, proprietor of a big retail store, wants protection against losses of 


sale proceeds. The client deals mainly in cash sales. Suggest a suitable system 
of internal check for the same. 


Answer: With a view to protect against the misappropriation of cash out of the sale proceeds by 
the salesmen, the following system of internal check is suggested: 


(i) 
(ii) 
(iii) 
(iv) 


(v) 
(vi) 


(vii) 


(viii) 


There should be complete segregation of responsibilities of the salesmen, the cashier and the 
accountant. Nobody should be allowed to do the job of others. 


For each section, counter or department, separate salesman should be appointed. 
As far as possible, mechanical cash register should be maintained. 


The salesman should issue sales bills in triplicate. He should hand over two copies to the 
customer and retain the other copy. 


These two copies of the bill should be presented by the customer to the cashier. 

The cashier should check the bill, receive the payment and stamp the bill as ‘Paid’. Original 
copy of the bill should be handed over to the customer. 

The customer should collect the goods purchased on presentation of the original bill, 
stamped as paid from another counter near the gate. 

Each salesman should prepare the summary sheet with the help of the copy of the bill that 
remains with him and submit it to the accountant. 
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(ix) The cashier should enter the day’s total sales in the cash sales sheet with the help of bill 
retained by him and report it to the accountant. 

(x) Any discrepancy found by the accountant should be immediately reported to the general 
manager. 


Q.19. As an auditor, how would you safeguard your client against payment for the 
fictitious purchases while verifying the purchases? 
Answer: The auditor has to be very cautious while verifying the purchases that no payments have 
been made for the fictitious purchases. For this purpose, he may have to take the following actions: 
e He should examine first the internal control system in connection with purchases and satisfy 
himself with regard to its effectiveness. 
e He should ensure that before passing the invoices for payment, they are checked with the 
original order, with goods received book and the stock records. 
e He should inspect the invoices and see that the authorities responsible for passing them for 
payment have duly checked them and initialled. 
e He should test check the invoices to see that dates given in the invoices are for the period 
concerned and they have been addressed in the name of the client. 
e He should also compare a number of invoices with the records in the goods received book 
and stock records. 
e He can make physical verification of the goods purchased, if a part of it is still in the stock. 
e He should also compare the supplier’s statement with the supplier’s account. 


e Postings in the various suppliers’ accounts should also be checked and compared with the 
statement received from them. 


Q. 20. The trial balance of a firm does not agree on account of certain errors. You, as an 
auditor, are called upon to locate errors. How would you proceed? 


Answer: Itis to be noted in this context that it is not the duty of an auditor to locate errors, if the 
trial balance does not agree. However, if the auditor is specifically called upon to locate errors to 
tally trial balance, he should take the following steps: 

e He should ensure that all transfer of balances from various accounts have been made. It may 
happen that some of the balances might have been left from being transferred to trial 
balance. 

e He should check the totals of various subsidiary books and see that they have been duly 
transferred to the trial balance. 

e He should see that the debit and credit items have been shown in their respective sides cor- 
rectly. 

e He should check the balances of various accounts and see in particular whether the opening 
balances have been brought down in the accounts or not. 

e He should also compare various items in the trial balance of the current year with that of the 
previous year and see that all the usual items have been included therein. 


e Find out the difference of both the sides of the trial balance. Check the difference and see if 
there is any item of this value to find out whether any item of debit side has been written on 
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the credit side or vice versa. Similarly, double the difference and check with several 
accounts. 

e Check the totalling and if the error is divisible by 9, it may be due to misplacement of or 
transposition of figures, for instance, 53 for 35. 

e Even if the errors are not traceable, transfer the balance to a suspense account and this ac- 
count should be closed only when the errors are discovered. 


Q. 21. How would you, as an auditor, proceed in the following cases? 


(a) Receipts of amounts exceeding Rs. 500 without affixing revenue stamps 
(b) No vouchers are available against some payments 


Answer: The auditor should proceed in the following way: 

(a) If this is an exceptional case, the auditor may accept them provided he is satisfied with the 
genuineness. But, if he has any suspicion about its genuineness, he must draw the attention 
of his client to this aspect. 

But, if these have happened in all cases that no revenue stamps are affixed against the pay- 
ments exceeding Rs. 500, the auditor should ask the client to immediately affix the required 
revenue stamps against all these payments. 


It may be noted in this context that the vouchers may be perfectly good evidence of the pay- 
ment and the auditor could not refuse it on the ground only of non-stamping. 

(b) If no vouchers are available against such payments, the auditor must demand necessary 
vouchers. But if the amount is very small or if the expenses are explainable, e.g. tips to the 
office bearers at the income tax office, expenses for bus fair, etc. the auditor may not pursue 
the client for the vouchers. In other cases, he must seek proper explanation and if he is not 
satisfied with the explanations offered, he should seek secondary evidences in that 
connection. 


Q. 22. What is a “letter of representation”? What purpose does it serve? 


Answer: A letter of representation is a reminder to the management that they are responsible for 
the preparation of the accounts and for the truth and fairness of the information contained therein. 

It is a formal record of all representations made to the auditor during the course of the audit. It 
is also a contributory form of audit evidence, but it inno way relieves the auditor from checking any 
of the information in the accounts. 


The purpose of a letter of representation is to provide a formal record of representations made 
to or relied upon by the auditor. It also ensures that there can be no misunderstanding between the 
directors and the auditors as to the representations, which were made during the course of the au- 
dit. 

A letter of representation does not absolve an auditor from his duty to carry out all other audit 
procedures, which he considers necessary. In order to satisfy himself on each item in the final ac- 
counts, an auditor must obtain a sufficient variety of reliable audit evidence, and it is unlikely that 
he will consider it proper to rely exclusively on the confirmation contained in a letter of representa- 
tion without other supporting evidence being available for examination. 
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Q. 23. What factors would influence an auditor in considering the acceptability as evi- 
dence of certificates received from third parties? 


Answer: The factors, which would influence an auditor when considering the acceptability of any 
third party certificates as evidence, are as follows: 

e Itis written. 

e Itis received in direct response to a request made by the auditor himself. 

e The third party is properly qualified for the purpose of the certificate and that his status is 
credible and has integrity in the opinion of the auditor, e.g. a certificate of ‘work done to date’ 
on a contract issued by a qualified architect. 

e The third party is independent of the company, e.g. a certificate from a share broker, whose 
brother is the managing director of the company cannot be said to come from a fully inde- 
pendent source. 

e The extent to which additional evidence exists to substantiate the representations 
made by third parties, e.g. copy of correspondence referring to the delivery of title 
deeds to the company’s bankers for safe keeping. 

e The presence of a disclaimer clause. 

e The third party’s nominal business is to hold the assets in question, e.g. title deeds held by a 
share broker would not be considered normal business and the auditor would be put on 
enquiry. 

Q. 24. Discuss the right of lien of an auditor of a limited company. 


Answer: According to general principles of law, any person having the lawful possession of 
somebody else’s property on which he has worked may retain the property for non-payment of his 
dues. On similar grounds, auditor can also exercise lien on books and documents placed at his pos- 
session by the client, for non-payment of fees for work done on the books and documents. 

For this purpose, the following conditions should generally be considered: 

e Documents retained must belong to the client who owes the money. 

e Documents must have come into the possession of the auditor on the authority of the client. 

e The auditor can retain the documents only if he has done work on the documents assigned to 

him. 

e Such documents can be retained which are connected with the work on which fees has not 

been paid. 

Besides, the auditor has uncontestable lien on his working papers as well as all the schedules, 
computations, etc. made available by the client to him as was held in the case ‘Sockochinsky vs 
Bright Graham & Co. (1938). 

It may be noted that the rights of an auditor being statutory rights cannot be restricted or cur- 
tailed either by the Articles of Association or resolution of the members. Any provision of this 


nature by the auditee company is ultra vires and hence, void as was decided in the case Newton vs 
Birmingham Small Arms Co. Ltd. (1906). 


Q. 25. You are the Senior Audit Manager of a company’s financial statements for the 
year ended 31st March, 200x. What evidence would you look for to verify the 
following amounts appearing in the balance sheet? 
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(a) Leasehold building stated at Rs. 8,50,000 
(b) Rates paid in advance of Rs. 18,750 
(c) Salesman’s commission of Rs. 20,000 
(d) Interest receivable of Rs. 4,150 
Answer: Evidence required for the verification of the following: 


(a) Leasehold Building Rs. 8,50,000 
(i) on existence—physical inspection of the property 
(ii) on ownership—inspection of the lease agreement noting down the duration and terms in- 
cluding premium paid 
(iii) on valuation—checking of the calculation of the premium paid being written off over the 
duration of the lease 
(iv) on disclosure—depending on the length of lease left to run, the amount should be disclosed 
as long or short period leasehold building in the fixed assets category 
(b) Rates paid in advance Rs. 18,750 
(i) The original rates demand notice should be obtained and the period and the amount to be 
noted. 


(ii) The actual payment should be checked from the cash book. 
(iii) The calculation of the prepayments should be checked. 
(iv) The item should be included in current assets in the balance sheet. 


(c) Salesmen’s Commission Rs. 20,000 
(i) Evidence of the existence of the salesmen from personnel records 


(ii) Evidence of the rates by reference to contracts of employment. Calculations should be 
checked 


(iii) Evidence of sales by reference to a sample of sales invoices 
(iv) Any amounts due but not paid should be included in creditors and can be checked against 
invoices and the payroll 
(d) Interest receivable Rs. 4,150 


(i) The amount of the loan or deposit on which the interest is earned should be established at 
various periods. 


(ii) The loan or deposit certificate or agreement gives the interest rate and the calculation can be 
checked. 


(iii) The date of the last payment can be verified from the cash book and the receipt of the interest 
after date may also be checked from cash book and the bank statement. 


(iv) If the amount is due from a bank, confirmation should be possible via the bank letter. 


Q. 26. ‘Teeming and lading’ method of fraud by employees are sometimes encountered 
by the auditor. What normal audit procedures would be likely to disclose such 
irregularity? 


Answer: The misappropriation of money received from debtors by the method of ‘teeming and 
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lading’ should be disclosed by the following procedures: 

(i) Examine carefully the make-up of the sales ledger balances, making special inquiry into 
accounts, which appear to be falling more and more into arrears. Particular attention should 
be paid to cases where credits have been entered for payments on account where it has 
hitherto been the debtor’s practice to settle their accounts regularly. 

(ii) If the auditor’s suspicions are aroused, he should obtain the original bank paying-in-slips 
and compare the detailed items thereon with the entries in the cash book to see if there is 
evidence of any remittances having been split, part having been credited to one account and 
part to another. 

(iii) If receipts for remittances are issued, check the counterfoils thereof, with the entries in the 
cash book, noting discrepancies in the amount and in the dates of entry. 

(iv) If possible, arrange with the client that statements of account, prepared by or under the su- 
pervision of the auditor’s staff, be sent to all debtors, asking for confirmation of the amounts 
shown to be outstanding. 


Q. 27. An auditor of a limited company did not verify the investment; he inserted a 
note in the balance sheet— “Investments not verified”. The shareholders ap- 
proved and adopted the accounts at the annual general meeting. Subsequently, 
it transpired that the investments were misappropriated and the company suf- 
fered a loss. 

Can the auditor be sued for damages for negligence or otherwise in the dis- 
charge of his duties? 


Answer: Incase of audit of a limited company, an auditor has to comply with the statutory duties 
as prescribed in the Companies Act, 1956. Verification of investments is a very important function 
of an auditor, since, it is an important asset shown in the balance sheet. The auditor cannot be ex- 
pected to give a report on the ‘truth and fairness’ of the financial statements of the company without 
verifying its investment. If he specifically mentions in his audit report the fact that, he did not verify 
the investments, he would not be relieved from his statutory duties. Such statutory duties can never 
be curbed, though they may be extended. 


Under Section 543 of the Companies Act, 1956 the auditor may also be held guilty for 
misfeasance or breach of duty in relation to the company in the event of winding up, provided such 
misfeasance has directly resulted in damages to the company. 

Thus, the auditor will be held liable in this case as the company suffered a loss because of such 
breach of duty. 


Q. 28. While auditing the accounts of a company, you are unable to verify the cash in 
hand at the date of the balance sheet. How would you satisfy yourself as to its 
correctness? 


Answer: [fit is not at all possible to verify the cash in hand at the end of the year, it would be better 
for the auditor to instruct the client to deposit the whole amount of cash in hand into the bank on 
that date and withdraw the amount on the next day. But, if the time is over and such instruction 
cannot be communicated to the client, the cash book of the next period up to the date of the audit 
should be vouched and cash in hand on that date should be verified. If required, there should be a 
surprise check of the balance of cash in hand on some other date. 

It may be noted in this context that the acceptance of the certificate in connection with the bal- 
ance of cash in hand from manager or other high officials is not at all safe, specially when the cash 
balance is exceptionally large. If the certificate is false, the auditor cannot avoid his responsibility. 
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Q. 29. Discuss the duties of an auditor if he finds that there is a change in the basis of 
valuation of stock of a trading company. 


Answer: If there is any change in the method of valuation of closing stock, it has very significant 
effect on the final accounts of a business concern, i.e. profit or loss of a particular period as well as 
the financial position of the business concern. Hence, the auditor should be very careful in this re- 
spect. If the auditor finds that some changes have been made, a note should be given in the balance 
sheet about this fact and if possible, its total effect on the financial result as well as on the financial 
position. 

The auditor should be more cautious if he finds that such changes in amounts switch over from 
one generally accepted method of valuation to another method of valuation. The auditor should 
raise objection against this conversion and if the management does not accept this objection, the 
auditor may also qualify his report. But, in case the change is from a method not commonly ac- 
cepted or a wrong one to a generally accepted method, the auditor should not raise any objection. 


Q. 30. Earlier, in the last century, company law required auditors to report whether in 
their opinions, the view presented by accounts of companies was ‘true and cor- 
rect whereas the present requirement is that the view should be ‘true or fair’. 
Explain the reasons for this important change. 


Answer: The major criticism of the phrase ‘true and correct’ was that, in an accounting sense, 
there was insufficient distinction between the words ‘true’ and ‘correct’. As such, every figure in the 
accounts could not be justified and substantiated as both true and correct but, at the same time, the 
figures together could present a view to the reader of the accounts which could be misleading or 
even totally false when the accounts were read as a whole. 

It was for this reason that the word ‘fair’ was used to replace ‘correct’ despite the inherent 
vagueness and absence of precision that the former word implies. The word ‘fair’ by definition re- 
quires a judgement, which can only be determined subjectively. This subjectivity and the related 
exercising of judgement provides the term with its true strength, at the same time it provides the 
auditor with his greatest challenge, 

An auditor’s assessment of whether accounts give a true and fair view, lacking as it does any 
legal or professional definition, necessitates a consideration of the account as a whole and the form- 
ing of an opinion concerning the overall impression conveyed by the accounts to the auditor. It also 
involves consideration of the substance of the information disclosed in the accounts as well as its 
form, 


Q. 31. Indicate the prescribed circumstances in which an auditor, appointed under the 
Companies Act, is required to qualify his report. 


Answer: The auditor must qualify his report if he is unable to report affirmatively on either of the 
following: 
(a) The accounts show a true and fair view. 
(b) The accounts have been prepared in accordance with the Companies Act. 
He must qualify his report in the following circumstances: 
e Proper accounting records have not been kept. 
e The accounts do not agree with the underlying records. 


e He has not received adequate returns suitable for audit purposes from branches not visited 
by him. 
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e He has not received all explanations and information, which he considers necessary 
for the purpose of his audit. 


Q. 32. List six steps, which an auditor should take to minimise the danger of claims 
against him for negligent work. 


Answer: Negligence, as applied to the auditor, means some act or omission, which occurs because 
the auditor has failed to exercise that degree of professional care and skill, appropriate to the cir- 
cumstances of the case, which is expected of him. 


The steps, which an auditor should take to minimise the danger of claims against him for negli- 
gent work, are as follows: 


(a) Issue a letter of engagement in which the scope of work and the extent of the responsibilities 
undertaken should be clearly set out distinguishing between audit duties and other services. 


(b) In the case of audit of non-incorporated enterprises an ‘accountants’ report should be issued 
with the financial statements in which the work carried out should be clearly explained. 


(c) Ensure that the firm’s standards are continuously reviewed and monitored and that they 
meet the minimum requirements set out in the auditing standards and guidelines issued by 
the Institute of Chartered Accountants of India. 


(d) Prepare well-documented, comprehensive working papers containing audit conclusions as a 
vital means of defense against possible claims. 


(e) Ensure that there is no appropriate training programme for partners and staff to cope with 
current changes in accounting procedures, legislation and auditing practices. 


(f) Seek specialist advice whenever in doubt over complicated issues or recommend to the client 
that he should seek such advice himself. 


Q. 33. Mention four important items in each case where the auditor would refer to 
each of the following books: 


(a) Board’s meeting minutes book 

(b) Shareholder’s meeting minutes books 
Answer: 
(a) Board’s meeting minutes book: 


The auditor would refer the Board’s meeting minutes book on the following matters as the Board of 
Directors has the power to take decisions on these matters. 


(i 


Sar 


Issue of debentures and borrowing moneys otherwise than on debentures [Section 292(1) (b) 
and (c)] 
(ii) Investing funds of the company and for making loans [Section 292 (1) (d) and (e)] 


(iii) Investing in shares or debentures of companies, making inter-company loans within the lim- 
its prescribed [Section 372A] 


(iv) Giving consent to contracts of company with any director or his relative, firm, private com- 
pany, etc. [Section 297] 


(b) Shareholders meeting minutes book: 
The following matters shall be sanctioned by the shareholders at a general meeting. 


(i) Appointment of auditors and fixation of their remuneration or the authorisation therefore, 
other than the appointment made by the Board or by the central government [Section 224] 
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(ii) Declaration of dividend [Regulation 85] 


(iii) Appointment of relatives of directors, etc. to an office or place of profit in the company [Sec- 
tion 314] 

(iv) Sale, lease or disposal of the whole of company’s undertaking or a substantial part of it and 
making of donations above certain limits [Section 293] 


Q. 34. Briefly explain the importance of the concept of materiality in relation to ac- 
counting. 


Answer: The importance of the concept of materiality in relation to accounting arises because its 
presence overrides normal accounting conventions, provided that it is applied in order to serve the 
prime accounting objective of presenting a true and fair view. Thus, it would not serve this objec- 
tive, if trivial items of expenditure on assets, which are fixed in nature, are capitalised or insubstan- 
tial liabilities are occurred at the year-end simply for the sake of accuracy. Materiality is a 
recognised and time-honoured convention that insignificant and immaterial items should not be 
allowed to obscure the significant ones. 

An item becomes material from the auditing viewpoint when its non-disclosure, misstatement 
or omission would be likely to distort the view given by the accounts, or if knowledge of the matter 
would be likely to influence the user of the financial statements. 


Q. 35. Distinguish clearly between ‘confirmation’ and ‘physical verification’. 


Answer: The term ‘confirmation’ implies those techniques adopted by an auditor, which affirms 
certain facts or balances from certain competent parties. The competent party may be the external 
third party or the internal management. In conducting audit assignment effectively, there is a need 
for such confirmation on the part of the auditor. He may get such confirmation from the debtors, 
bankers, and brokers, etc. regarding certain assets, which may be in their possession. He may also 
require confirmation from them regarding certain transactions entered into between the company 
and those third parties. 
Following are the examples of certain items, which require confirmation from the third parties: 
(a) Bank balances for which the confirmation may be required to be obtained from the bankers 
(b) Debtors balances for which the confirmation may be required to be obtained from the 
customers 
On the other hand, the term ‘physical verification’ is defined as a process involved in the verifi- 
cation of certain assets of the company. It is undertaken with a view to verify the actual physical 
existence of the assets. Only tangible assets are subjected to physical verification such as stock, in- 
vestment etc. 


Following are the examples of certain items, which require physical verification: (i) closing 
stock and stores and spare parts of the concern, and (ii) cash balance at the end of the period. 


Q. 36. Give your opinion on whether the following persons can be appointed auditors 
of a limited company or not. 


(a) Afirm of chartered accountants in practice, a partner of which is a secretary 
of the company 


(b) A chartered accountant in practice owing Rs. 500 to the company 
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(c) A member of the Institute of Chartered Accountants of India, who is of un- 
sound mind, holding a certificate of practice 


Answer: 

(a) As one of the partners of the firm is the secretary of the company, the firm cannot be 
appointed as the auditors of the company. A secretary is an employee of the company and 
according to Section 226(3b) of the Companies Act, 1956, an employee of the company 
cannot be appointed its auditor. 

(b) He can be appointed as an auditor of the company as he is indebted to the company for an 
amount of Rs. 500 only, i.e. less than Rs. 1000. According to Section 226(3d) of the Companies 
Act, 1956, a person who owes to the company an amount exceeding Rs. 1,000 cannot be ap- 
pointed as an auditor of the company, 


(c) A member of the Institute of Chartered Accountants of India, holding a certificate of practice, 
can be appointed as an auditor of the company even if he is of unsound mind provided he 
has not been adjudged a man of unsound mind by a competent court. Hence, so long as he 
has not been adjudged a man of unsound mind, he may be so appointed. 


Q. 37. Shareholders of a company passed a resolution in its annual general meeting 
reappointing A as auditor and B as joint auditor for the current year. They fur- 
ther resolved that if both or either of them declines assignment, the Board might 
fill up the vacancy. The Board subsequently decided to appoint C in case any of 
the auditors declines assignment. A and B decline and C joins as the auditor. Is 
appointment of C legal under the provisions of Companies Act, 1956? 


Answer: The appointment of C by the Board is not valid in this case. Section 224 of the Companies 
Act, 1956 deals with the appointment of an auditor. According to this section, the Board of Directors 
can appoint an auditor, if there is a casual vacancy or a vacancy caused by resignation. In this case, 
the vacancy is neither casual nor caused by resignation. 


The shareholders, however, can authorise the Board to give an appointment in any 
circumstance, which does not contravene Section 224, if the Articles of the company do not provide 
otherwise. 

Thus the appointment of C is invalid. It may become valid only if the action of shareholders in 
authorising the Board to fill the vacancy was not contrary to the provisions of the Articles of the 
company. 


Q. 38. After completing the audit of a limited company for the first half year of its 
financial year, the auditor expires and in his place another auditor is appointed 
to fill up the vacancy. State the extent to which the new auditor will rely on the 
work performed by the late auditor while completing the year’s audit. 


Answer: The accounts are closed and balanced at the end of the year and the new auditor should 
check the accounts of the latter half of the financial year exhaustively. But it should be noted that the 
ultimate responsibility of any discrepancy in accounts even for the first half of the financial year 
rests on the new auditor. The new auditor cannot claim that such accounts were audited by the late 
auditor and not by him. Hence, the new auditor should review the work done by the late auditor. 
The audit programme of the late auditor should be carefully consulted. The new auditor should 
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make a test check of the audit work already completed by the late auditor and if he finds that there 
is nothing wrong, he may leave the detailed checking of the same. But, if he finds something wrong, 
he must check exhaustively as to satisfy himself, regarding the accuracy of the accounting records. 


Q. 39. Distinguish clearly between contingent liability and future liability. 


Answer: A contingent liability is one, which may or may not become an actual liability at a future 
date depending upon the happening of certain event. Thus, a contingent liability is a future liability, 
where a future liability need not be a contingent one. For instance, a liability in respect of damages, 
for which the case is pending before the court of law is a contingent liability and if according to the 
courts’ decision, the liability is settled, it will become a future liability. It would become a future 
liability only when the court gives the judgement against the company. Otherwise it will not be a 
liability for the company at all. Such uncertainty regarding liability does not exist in case of a future 
liability. 

A future liability is a real liability. It is an accruing liability, which has to be paid by a company 
at a future date, and there is no uncertainty in this respect. For example, if a company is under legal 
obligation to pay gratuity, it is a future liability and has to be paid at a future date. 


Q. 40. Can a company pay interest out of capital legally? If so, mention the various 
conditions under which it can do so? 


Answer: In general, a company cannot pay interest out of its capital. It is only when a company 
has been formed to undertake some construction or other related work and would not be able to 
earn sufficient profits for some years, can it legally pay interest on the paid-up capital. 
According to Sections 208(2) to 208(7) of the Companies Act, 1956 the following conditions 
must be fulfilled before such payment can be made: 
e Payment must be authorised by the Articles or by a special resolution. 
e No such payment, even though authorised as mentioned above, shall be made without the 
previous sanction of the central government. 
e The central government may, at the expense of the company, appoint a person to inquire into 
the circumstances and to report to the central government. 
e Payment can be made only for such periods as may be determined by the central govern- 
ment. 
e The rate of interest, in no case, exceeds 4% per annum or such other rate as the central gov- 
ernment may direct by a notification in the official gazette. 
e The payment of interest shall not operate as a reduction of the amount paid-up 
on the shares in respect of which it is paid. 


Q. 41. There is a very large accumulation in the unclaimed dividend account of a com- 
pany. The Directors want to transfer this to the profit and loss account for redis- 
tribution as dividend. Can they do so? 


Answer: The unclaimed dividends constitute a debt and legally the company cannot utilise it un- 
less it is statute barred. Under Article 120 of the First Schedule to the Indian Limitations Act, 1908, 
it does not become statute barred for 6 years. Therefore, the question of utilisation of the unclaimed 
dividend does not arise at all until it becomes statute barred. 
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However, power may be obtained to forfeit the unclaimed dividends through the Articles of the 
company, but this is not conventional and usual practice. If itis done, the recognised stock exchange 
will not grant an official quotation of the shares, where the company has this power of forfeiture. 

From the financial point of view also it will be better if it is not utilised for the distribution of 
dividends but transferred to the reserves to enhance the financial strength of the concern. It may be 
utilised for writing off bad debts. 


Q. 42. State the provisions of the Companies Act regarding change in the method of 
depreciation. 


Answer: According to Section. 205(2) and 350 of the Companies Act 1956, two methods of charg- 
ing depreciation, namely straight-line method and reducing balance method have been recognised. 
However, a company is also allowed to follow any other method of charging depreciation duly ap- 
proved by the central government. Whatever method of depreciation is followed by a company, it 
should be followed consistently. Consistency in the method is necessary to ensure comparability of 
the results of the operations of the enterprise from period to period. It is to be noted that Companies 
Act 1956 does not restrain a company to change the method of depreciation. 

However, AS-6 issued by the Institute of Chartered Accountants of India has suggested the 
change in the method of depreciation only when: 

e the change is required by the statute or for compliance with an accounting standard, or 

e the change in the method of depreciation will ensure more appropriate presentation of 

financial statements. 

If the change in the method of depreciation has to be effected due to any of the above reasons, 
following procedures should be observed: 

(a) The change in the method should be implemented with retrospective effect. In other words, 
depreciation should be recalculated in accordance with the new method from the date of the 
asset coming into use. 

(b) The adjustment for excess or short depreciation should be treated as prior period and extra 
ordinary item and should be reflected in income statement accordingly. 

(c) The change in the method of depreciation should be treated as change in accounting policy 
and should be disclosed accordingly. 


Q. 43. State the applicability of Accounting Standards in the preparation and presenta- 
tion of accounts of insurance companies. 


Answer: The Accounting Standards as issued by the Institute of Chartered Accountants of India 
are applicable to the preparation of financial statements of the insurer, subject to Para 1 of Part 1 of 
Schedule A of the IRDA (Preparation of Financial Statements and Auditor’s Report of the Insurance 
Companies) Regulations, 2000. 

The applicability of Accounting Standards to the life insurance companies are discussed below: 


Accounting Standard-3 

According to the IRDA (Preparation of Financial Statements and Auditor’s Report of Insurance 
Companies) Regulations, 2000, the Receipts and Payments Account of an insurer should be pre- 
pared using the ‘Direct Method’ as mentioned in AS-3 on Cash Flow Statements. 
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Accounting Standard-4 on ‘Contingencies and Events Occurring After the Balance Sheet Date’ that 
deals with accounting treatment of contingent losses and gains and events occurring after the bal- 
ance sheet date excludes from its applicability the liabilities of companies carrying on life insurance 
business in view of special considerations applicable to such liabilities. The Standard excludes, from 
its applicability, the liabilities arising out of policies issued and not other liabilities, which do not 
arise out of policies issued by the insurance companies such as liabilities arising out of income-tax 
dispute. Thus, the Standard applies to such other liabilities. 


Accounting Standard-9 

AS-9 on ‘Revenue Recognition’ does not apply to revenue of insurance companies arising from in- 
surance contracts, in view of the fact that revenue recognition from insurance contracts requires 
special considerations. The Standard is applicable to the insurance companies only in respect of 
income not earned from the insurance contracts such as interest, dividend, rent, etc. 


Accounting Standard-13 

Under Paragraph 2 (c) of AS-13 on ‘Accounting for Investments’ it has been provided that the 
Standard does not deal with the investments of life insurance enterprises. 

Accounting Standard-17 

So far as the applicability of AS-17 on segment reporting is concerned, the regulations have disre- 
garded the applicability clause contained in the Standard by providing that irrespective of the fact 
that the securities of the company are traded or not, AS-17 would be applicable to an insurer carry- 
ing on life insurance business. 


B. ESSAY-TYPE QUESTIONS 


Q. 44. State the duties of the auditor of a company regarding depreciation. 


Answer: Apart from fixed assets in respect of which depreciation must be provided, it also has to 
be provided on semi-permanent assets, e.g. patents, trademarks, etc. Since, the auditor is not in a 
position to estimate the working life of a majority of them, for this he has to rely on the opinion of 
persons who have a technical knowledge of the assets. He must, however, satisfy himself that an 
honest attempt has been made to estimate the working life of each asset, that the total provision for 
depreciation is adequate and the method adopted for determining that amount to be written off is 
properly disclosed in the profit and loss account and the balance sheet. 

In part III of Schedule VI of the Companies Act, it is provided that any amount written off as 
depreciation is to be regarded as a provision, but that any amount so written off, which is in excess 
of the amount, to which in the opinion of the Directors is reasonably necessary for the purpose, to be 
regarded as a ‘reserve’. The amount should be shown as a reserve under the head “Reserve and Sur- 
plus” on the liabilities side of the balance sheet. It is the duty of the auditor to ensure himself that the 
above provisions are being followed in maintaining depreciation accounting. 

So, the duties of an auditor in connection with depreciation can be stated as follows: 

e The auditor will see which method of depreciation, ie. whether straight-line method or 

reducing balance method as stipulated in Schedule XIV to the Companies (Amendment) Act 
1988, is being followed by the company. 
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The auditor will check that depreciation has been provided at the rates not less than the rates 
specified in schedule XIV to the Companies (Amendment) Act 1988. 

He will see that if any other method of depreciation is in use, it has got the approval of the 
central government. 


He will also see that the method of depreciation and the rate of depreciation, which are not in 
accordance with Schedule XIV, have been duly disclosed. 

The auditor will ensure that if an asset is sold, discarded, demolished or destroyed, the ex- 
cess of written down value over its sale proceeds or its scrap value have been written off in 
the financial year in which it is sold, discarded, demolished or destroyed. 

The auditor should ensure that the provision for depreciation on additions, deletions, etc. 
during the accounting year have been made on pro rata basis. 


He will see that extra shift depreciation for double shift or triple shift working has been com- 
puted in respect of plant and machineries in proportion of the number of days the company 
worked double shift or triple shift, as the case may be, bears to the total number of normal 
working days during the year. 

The auditor should see that dividend has been declared only out of profits arrived at after 
provision for depreciation. 

He will see that the amount of depreciation written off has been clearly disclosed in the profit 
and loss account. 


He should see that the accounting policy of the company has clearly stated the method of 
depreciation in use. 
The auditor should satisfy himself that adequate amount of depreciation has been provided. 
If he is not satisfied with the adequacy of amount of depreciation, he will persuade the man- 
agement to make further provision for depreciation. 
He will see the same method of charging depreciation is being followed year after year. If 
there is any change in the method of depreciation he will enquire into the reason and satisfy 
himself with its justification. 
He will see that excess depreciation provided so far has been transferred to reserve and 
shown under the head ‘Reserves and Surplus’ on the liabilities side of the balance sheet. 
The auditor should check that the following information has been disclosed in the financial 
statements: 

(a) the historical cost or other amount substituted for historical cost of each class of 

depreciable assets 
(b) total depreciation for the period for each class of assets 
(c) the related accumulated depreciation. 


The chairman of System International Limited, a large trading company with 
extensive overseas interests, has asked you to accept the nomination to replace 
the present auditors at the next annual general meeting of the company. 


(a) Before acceptance of any new audit assignment, there are a number of rea- 
sons for non-acceptance that have to be considered. List the circumstances 
in which acceptance of the nomination would be inappropriate under the 
following: 
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(i) Legal aspect 
(ii) Ethical aspect 
(iii) Practical aspect 
(b) Strict rules are there relating to professional etiquette on change of ap- 
pointment. List the steps that should occur in the case of the change of 
auditor of System International Ltd. Explain the purpose of such rule. 


Answer: (a) It would be inappropriate for a person to accept a nomination as auditor under the 
following circumstances: 
(i) Legal aspect 
Section 226(3) of the Companies Act, 1956 provides the disqualifications. According to it, the fol- 
lowing persons are not qualified to be appointed as auditor of a company: 

e An officer or employee of the company 

e A person who isa partner or who is in employment of an officer or employee of the company 


e A person who is indebted to the company for an amount exceeding Rs. 1,000 or who has 
given any guarantee or provided any security in connection with indebtness of any third 
person 


(ii) Ethical aspect 


Following are the circumstances where a person cannot accept a nomination as auditor on ethical 
ground: 


e A potential conflict of interest between the company and an existing client might arise 
e The person has a personal relationship with a senior member of the company’s staff 
e The person is financially involved with the company and wishes to remain so 


e The person might not wish to be professionally associated with this firm for some reason 
arising out of the need to change auditors 
(iii) Practical aspect 
Following are the circumstances where a person cannot accept a nomination as auditor on practical 
ground: 


e The job might be beyond the capacity of the audit firm, because it requires too many staff or 
expertise not available within the firm 


e The client may have locations, which the audit firm cannot visit or arrange to have audited 
e The client may not be willing to pay the fee that the audit firm would need to charge 
e The following steps should be taken when a change of auditors takes place: 
(i) The proposed auditor should request permission from the company to contact the pre- 
vious auditors and if permission is refused, the nomination should be declined. 
(ii) The proposed auditor should contact the previous auditor and ensure that there are no 
professional reasons why he should not accept the appointment. 

(iii) The existing auditor must obtain the company’s permission to discuss its affairs with 
the proposed auditor. If refused, the proposed auditor should be informed of this and 
should then decline the nomination. 

(iv) The existing auditor should give the proposed auditor all information relevant to the 
decision of accepting the appointment. 
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The purpose of these provisions is to protect both the existing and the proposed auditors. The 
former by allowing him to express his opinion as to why the change is taking place and the latter by 
ensuring his decision is made with full knowledge of all circumstances. 


Q. 46. You have been approached by the partners of PQR and Co., who carry on a trad- 
ing business, to audit the accounts of their business in place of XY & Co., Char- 
tered Accountants, who, you are informed, have resigned. You are required to 
state the following: 

(a) The action you would take before accepting the nomination, giving your 
reasons. 

(b) On the assumption that you accept the nomination, the information which 
you would require before commencing the detailed audit work for the first 
year. 


Answer: (a) The retiring auditors should communicate to ensure that there is no professional rea- 
sons why the audit should not be accepted. The auditors should consider if they could accept the 
nomination in the light of the professional ethics and conduct. They should consider if they could 
cope with the job, given the technical and staffing requirements, as no audit should be accepted if it 
is beyond the capabilities of the firm. 


(b) Upon accepting nomination, but before commencing any detailed work, the following infor- 
mation should be required: 
(i) Confirmation of the validity of the appointment by reference to the minutes of the appropri- 
ate meeting 
(ii) The precise nature and scope of the duties required of the auditor. To avoid dispute or mis- 
understanding in the future, written instructions should be obtained 
(iii) The provisions of the partnership agreement so far as it concerns the following: 
e Capital and whether each partner has contributed a fixed amount or not 
e The proportions in which profits and losses are shared 
e Salaries 


e Interest, if any, to be allowed to the partners on capital account balances, or charged in 
respect of their drawings 


e Interest, if any, to be allowed on the loans by the partners to the firm or to be charged on 
loans by the firm to the partners 


e The restrictions, if any, imposed on the partners’ drawings 
e Matters which must be taken into account in determining the profits of the business 
available for division among the partners, e.g. the creation of reserves, provision for 
depreciation, etc. 
e The extent to which the authority of any partner is limited 
(iv) Ifno partnership agreement exists, the course of action of the partners in past years should be 
ascertained and a written statement signed by all the partners should be obtained as to their 
agreement on the matters set out in (iii) above 
(v) The nature of the business, particularly with regard to technical matters and processes, 
which will assist the auditor in understanding the transactions 
(vi) A list of the principal officers with details of their duties and responsibilities 
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(vii) Particulars of the system of internal controls and checks in force 

(viii) Particulars of the system of accounts in operation and details of the accounting records kept 
(ix) Bankers and authorised cheque signatories 
(x) Copies of previous years’ accounts 


Q.47. Whatis internal control? Why is internal control required to be introduced in an 
enterprise? What are the different types of internal control system? State the 
advantages and disadvantages of internal control system. 


Answer: Internal control refers to the various methods and procedures adopted for the control of 
production, distribution and the whole system (financial and non-financial) of the enterprise. 

In other words, internal control system i.e. the whole system of controls, financial or otherwise, 
established by the management in order to carry on the business of the enterprise in an orderly and 
efficient manner, ensure adherence to management policies, safeguard the assets and secure as far 
as possible the completeness and accuracy of the records. 

The special report on internal control of the American Institute of the Certified Public Account- 
ants and its statements on auditing procedures contain the following definition of internal control: 
“Internal control comprises the plan of organisation and all the coordinated methods and measures 
adopted within a business to safeguard its assets, check the accuracy and reliability of its accounting 
data, promote operations efficiency and encourage employees to prescribed managerial policies.” 

In the opinion of W. W. Bigg, “Internal control is best regarded as indicating the whole system 
of controls, financial or otherwise, established by the management in the conduct of a business in- 
cluding internal check, internal audit and other forms of control.” 

So, on the basis of above definitions, it may be stated that a system of internal control provides 
a measure for the management to obtain information, protection and control which are quite impor- 
tant for the successful working of a business organisation. 


Objectives of Internal Control: 

Internal control is of fundamental importance to the auditor, because before he can plan the tests he 
intends to carry out in his audit programme, he must decide the extent to which he intends to rely 
on the system of internal control. But before depending upon the internal control system of the or- 
ganisation, the auditor should ensure that the following objectives of internal control as per AAS-6 
are achieved by the organisation: 

1. Proper Authorisation: Transactions are executed with management's general and specific 
authorisation. 

2. Prompt recording of transactions: All the transactions are promptly recorded in the correct 
amount in the appropriate accounts and in the accounting period in which executed so as to permit 
preparation of financial information within a framework of recognised accounting policies and to 
maintain accountability of assets. 

3. Restricted access to assets: Access to assets is permitted only in accordance with management's 
authorisation. 

4. Actions against deviations: The recorded accountability for assets is compared with the 
existing assets at reasonable intervals and appropriate action is taken with regard to any 
differences. 
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Types of Internal Control: 
The types of internal control can be categorised as follows: 


(a) Organisation 

An enterprise should (i) have a plan of organisation, (ii) define and allocate responsibilities (every 
function should be in the charge of a specified person who might be called the responsible officials), 
and (ii) identify lines of reporting. 

In all cases, the delegation of authority and responsibility should be clearly specified. An em- 
ployee should always know the precise powers delegated to him, the extent of his authority and to 
whom he should report. 

(b) Segregation of duties 
(i) No one person should be responsible for the recording and processing of a complete transac- 
tion. 

(ii) The involvement of several people reduces the risk of intentional manipulation or accidental 
error and increases the element of checking of work. 

(iii) Functions which for a given transaction should be separated include initiation, authorisa- 
tion, execution, custody and recording. 
(c) Physical 
(i) This concerns physical custody of assets and involves procedures designed to limit access to 
authorised personnel only. 
(ii) Access can be direct or indirect. 
(iii) These controls are especially important in case of valuable, portable, exchangeable or desir- 
able assets. 
(d) Authorisation and approval 
This is a special case of type (a). All transactions should require authorisation or approval by an 
appropriate person. The limits to these authorisations should be specified. For example, all credit 
sales must be approved by the credit control department or all overtime must be authorised by the 
works manager. 
(e) Arithmetical and accounting 
(i) These are the controls in the recording function which check that the transactions have been 
authorised, that they are all included and that they are correctly recorded and accurately 
processed. 

(ii) Procedures include checking the arithmetical accuracy of the records, the maintenance and 
checking of totals, reconciliation, control accounts, trial balances, accounting for documents 
and preview. Preview means that before an important action involving the company’s prop- 
erty is taken, the person concerned should review the documents available to see that all that 
should have been done has been done. 


(f) Personnel 


(i) Procedures should be designed to ensure that personnel operating a system are competent 
and motivated to carry out the tasks assigned to them, as the proper functioning of a system 
depends upon the competence and integrity of the operating personnel. 
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(ii) Measures include appropriate remuneration, promotion and career development prospects, 
selection of people with appropriate personal characteristics and training and assignment to 
tasks of the right level. 


(g) Supervision 
All actions by all levels of staff should be supervised. The responsibility for supervision should be 
clearly laid down and communicated to the person being supervised. 


(h) Management 
(i) These are controls, exercised by management, which are outside and over and above the 
day-to-day routine of the system. 
(ii) They include overall supervisory controls, review of management accounts, comparison 
with budgets, internal audit and any other special review procedures. 


Advantages 
The various advantages that may be derived from internal control system are summarised as 
follow: 


1. Identification of defects: Under internal control system, the total activities are segregated in 
such a way that the work preformed by one employee is automatically checked by another 
employee. So, if there is any defect in the system, it is easily detected. 


2. Flexibility: In this system, year-wise comparative analysis is done. So, if there is any change in 
the mode of operation, the changes in the system could easily be accommodated. So, the 
opportunity for flexibility is available. 


3. Savings in time: If the internal control system is in operation in an organisation, there is no need 
for the preparation of separate audit programmes for each and every audit engagement. Thus it 
saves time to a great extent. 


4. Lesser risk of omission: Under this system, the total work is sub-divided into a number of 
activities and each employee is assigned with each type of activity. So, there is least chance of 
oversight or omission of any matter. 


5. Provision for training facility: Due to lack of adequate experience, the auditor may face 
difficulty in establishing a close relationship between audit programme and the internal control 
system. This system itself provides training facilities to auditors to overcome this difficulty. 


Disadvantages: It is also important to appreciate the following inherent limitations of internal 
control system: 

1. Chances of human error: The possibility of human error due to carelessness, mistakes of 
judgment or the misunderstanding of instructions may make the system ineffective. 


2. Costly: Management’s usual requirement is that a control procedure should be cost-effective. 
But in many cases, the cost of internal control procedure is not proportionate to the potential loss 
due to fraud and error. 


3. Ignorance of unusual activity: It is fact that most of the internal control techniques are directed 
towards anticipated types of transactions and not on unusual transactions. 


4. Collusion: There may be the possibility of circumvention of controls through collusion with 
parties outside the entity or with employees of the entity. 


Q Auditing: Principles and Techniques 


5. Abuses of responsibility: It may happen that a person responsible for exercising control has 
abused that responsibility. 


6. Rigidity: There is the possibility that the system may become inadequate due to changes in the 
conditions and compliance with procedures may deteriorate. 


Q. 48. You have just been appointed as auditor of Hindusthan Engineering Ltd., to fill a 
casual vacancy created by the death of the previous auditor, Mr. ‘Ex’, a sole 
practitioner. He has died after carrying out the audit of the company’s accounts, 
but without having signed the audit report of the members for the accounting 
period. 

Set out the considerations, which apply, and the steps, which you would take in 
these circumstances. 


Answer: In taking over an unfinished audit from the late Mr. Ex, the first consideration to be 
borne in mind by the new auditor is that he is the one, who is to sign the audit report, and therefore, 
bears total responsibility for the audit. Mr. Ex’s work cannot be accepted without a thorough 
review. Any opinion will be affected by the capability or otherwise of Mr. Ex. to carry out an 
efficient audit. It will be important to find out whether he died after a long illness or whether he was 
in apparently good health before dying suddenly. 

The extent of any extra work needed by the new auditor will depend on the results of this 
review. He cannot sign an audit report based on standards of work lower than his own. 


The steps, which should be taken, are as follows: 

(a) Request the audit working papers from the executors of Mr. Ex. They are not obliged to 
release them and if, for any reason, they refuse the request, the audit will have to be started 
again. 

(b) Carry out a full review of the audit work done by Mr. Ex. This will involve the following: 

(i) Obtaining background knowledge of Hindusthan Engineering Limited’s business 
(ii) Discovering and assessing the company’s systems and internal controls 
(iii) Determining what further audit work, in the new auditor’s view, is necessary to arrive 
at an opinion on the truth and fairness of the view given by the accounts 

(c) Carry out, resulting from the review, any further audit work. However, it would be advis- 
able to include a certain amount of test checking as an integral part of the review. If it appears 
that Mr. Ex’s work was in any way negligent or below the standard that the new auditor 
would set for himself, or departed materially from the principles laid down by the auditing 
standards and guidelines, the new auditor will have to carry out a complete audit himself. 

(d 


Sar 


The overall aim of the new auditor must be to ensure that the duties imposed on an auditor 
by the Companies Act have been properly carried out and that he has obtained all the 
evidence required to give his opinion on the accounts. 


Q. 49. What is joint audit? Discuss whether the liability of joint auditors is joint or 
several. Indicate the matters, which ought to be borne in mind when acting as 
joint auditors. 


Answer: Meaning of joint audit 


An audit is said to be joint audit when two or more persons or firms of chartered accountants 
are jointly appointed to conduct the audit of a company. The practice of appointing joint auditors 
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has been adopted by large sized companies, which want to pool the resources of two or more audi- 
tors so that the audit work may be undertaken effectively and quickly. The joint auditors stand on 
equal footing so far as the professional work of audit is undertaken by them. 

Liabilities of joint auditors 

Section 227 of the Companies Act, 1956 does not contemplate any division of work of audit between 
two or more persons. Thus, according to the provisions of this section, the joint auditor has an indi- 
vidual responsibility only. Also, it is not quite proper to hold an auditor responsible for the work not 
done by him. If there are two auditors and both of them are held responsible jointly, that would 
create many practical problems. 


While the Companies Act is silent on this issue, the Institute of Chartered Accountants of India 
has issued a “Statement on the Responsibility of Joint Auditors”. In this statement, it has been made 
clear that it would not be correct to hold an auditor responsible for the specifically allotted work of 
another. Each joint auditor will be held responsible only for the work allocated to him. According to 
the statement, we cannot hold an auditor responsible for the work done by another auditor who is 
equally qualified and competent to undertake the audit work. This also makes it clear that where 
the work cannot be clearly divided, the responsibility will be jointly shared between them. 

Factors to be borne in mind while acting as joint auditors 

The following factors should be borne in mind when acting as joint auditors of a large public limited 
company: 

(a) Responsibility: The auditor’s statutory duty and legal responsibility cannot be divided 
between the two firms. Both the firms must satisfy that the quality of work performed and that the 
opinion to be expressed is based on the audit evidence obtained. 

(b) Allocation of work: The work to be done by each firm should be clearly set out in a written 
agreement between the firms. This should ensure that no aspect of audit is omitted and also that 
duplication of work is minimised. It is likely that certain key items in the financial statements, such 
as stock, will require attention from both the firms and this should be arranged accordingly. 


(c) Review of working papers: There will be a full and mutual exchange of information between 
the two firms. This can be achieved by regular meetings and periodic reviews of working papers. 
This is necessary so that all problems can be discussed at the earliest opportunity and suitable action 
agreed upon to confirm that the quality of work performed is acceptable to both firms. 


(d) Independence: In this case, one firm is providing other services, including accountancy work 
for the client and this might lead to problems over the objectivity of their audit work. As far as 
possible, it should be arranged that the firm does not have the responsibility to audit areas of the 
financial statements prepared by their own staff. 


(e) Fees: The ethical guide states that the fees should be based on time spent and the level of 
responsibility of the staff involved. The firms should initially agree the method the audit work 
should be allocated and the audit fee should be split accordingly. 


Q.50. State the steps to be followed in conducting audit of a bank. 


As in the cases of any other audit, the audit of banks involves the following stages: 
(a) Preliminary work 
(b) Evaluation of internal control system 
(c) Preparation of audit programme for substantive testing and its execution. 
(d) Preparation and submission of audit report. 
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A. Preliminary Work 

AAS-20. Knowledge of the business requires that in performing an audit of financial statements, the 
auditor should have or obtain knowledge of the business sufficient to enable the auditor to identify 
and understand the events, transactions and practices that in the auditors judgment, may have a 
significant effect on the financial statements or on the examination or audit report. The auditor’s 
level of knowledge for an engagement would include a general knowledge of the economy and the 
industry within which the entity operates, and a more particular knowledge of how the entity 
operates. Knowledge of the business provides a frame of reference within which the auditor 
exercises professional judgment and assists him in assessing risks and identifying problems, plan- 
ning and performing the audit effectively and efficiently, and evaluating the audit evidence. 

The auditor should accordingly acquire a knowledge of the regulatory environment in which 
the bank operates. Thus, the auditor should familiarise himself with the relevant provisions of ap- 
plicable law(s). He should be well acquainted with the provisions of the Banking Regulation Act 
1949, as well as any other applicable law(s) (e.g. Companies Act, 1956 in the case of audit of a bank- 
ing company) particularly in so far as they relate to preparation and presentation of financial state- 
ments and their audit. The auditor should also have an understanding of the various guidelines 
issued by Reserve Bank of India in so far as such guidelines have a bearing on his work. 

The auditor should also acquire knowledge of the economic environment in which the bank 
operates. Similarly, the auditor needs to acquire good working knowledge of the services offered by 
the bank. In acquiring such knowledge, the auditor needs to be aware of the many variations in the 
basic deposit, loans and treasury services that are offered and continue to be developed by banks in 
response to market conditions. To do so, the auditor needs to understand the nature of services 
rendered through instruments such as letters of credit, acceptance, forward contracts, and other 
similar instruments. A bank’s loan portfolio may have large concentration of credit to highly 
specialised industries, for example, hire purchase and leasing, software, infrastructure, etc. 
Evaluating the nature of these may require knowledge of the business and reporting practices of 
those industries. Besides, there are a number of risks associated with banking activities, which, 
though not unique to banking, are sufficiently important in that they serve to shape banking 
operations. An understanding of the nature of these risks may help the auditor in perceiving the risk 
inherent in different aspects of a bank’s operations and thus assist him in determining the degree of 
reliance on internal control and the nature, timing and extent of his other audit procedures. 

The auditor should also obtain an understanding of the accounting system of the bank and the 
terminology used by the bank to describe various types of transactions and operations. Most banks 
have well-designed accounting and procedures manual which can serve as an important source of 
information on these aspects. 

In the case of joint auditors, it would be preferable that each joint auditor also obtains a general 
understanding of the books and records, etc. relating to the work of other joint auditors. 

In addition to the above, the auditor should also undertake the following: 

e Review relevant instructions issued by the bank, particularly those relating to closing of 
annual accounts. These instructions contain standardised accounting procedure required to 
be followed at head office, at regional offices, zonal offices and branches. 

e Review the audit report for the previous year including the long form audit report. In case of 
branch auditors, the audit report on the financial statements of the branch for the previous 
year or for the audit last conducted should be reviewed. The purpose of his review is to 
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understand the nature of observations / comments made on the financial statements and for 
enquiring into the follow-up action taken on matters contained in such report. 
e Review the revenue audit reports, internal audit reports, inspection reports and concurrent 
audit reports pertaining to the bank/branch, as the case may be. 
The above review would help the auditor in gaining an understanding of the nature and vol- 
ume of operations and the structure of assets and liabilities of the bank / branch as also of the nature 
of adverse feature observed in the past. 


B. Evaluation of internal control system 

Internal control evaluation is an important element of audit process. In the case of audit of banks, it 
assumes even greater importance due to the enormous volume of transactions entered into by 
banks. Evaluation of design and operation of internal control system enables the bank auditors to 
perform more effective audits. The auditor should, therefore, study and evaluate the design and 
operation of internal controls. This would assist him in determining the nature, timing and extent of 
substantive procedures in various areas, depending upon whether the internal controls are ad- 
equate and observed in practice. 


C. Preparation of audit program for substantive testing and its execution 

Having familiarised himself with the requirements of audit, the auditor should prepare an audit 
program for substantive testing which should adequately cover the scope of his work. In framing 
the audit program, due weightage should be given by the auditor to areas where, in his view, there 
are weaknesses in the internal controls. The audit program for central auditors would be different 
from that of the branch auditors. At the branch level, basic banking operations are to be covered by 
the audit. On the other hand, the central auditors have to deal with consolidation of branch returns 
(both audited and unaudited), investments and items normally dealt with at the head office. 


The auditor should ensure that the work is executed in accordance with the audit programme 
by persons having the requisite skills and competence. 


D. Preparation and submission of audit report 

The audit report is the end product of the audit. It is through the medium of the audit report that the 
auditor conveys his observations / comments on the financial statements. The form and content of 
the audit report should be determined by the auditor taking into account his terms of engagement 
and applicable statutory, regulatory and professional requirements. 


Q. 51. Does Companies (Auditor’s Report) Order, 1988 amount to social audit? 


Answer: After the issue of the Manufacturing and Other Companies (Auditor’s Report) Order, 
1988 (revised), there has been a controversy whether this is a social audit or not? It was thought that 
it had extended the scope of audit considerably and it has now made the auditor more responsive to 
the needs of the society and as such this has been taken to be social audit. But this is not totally true. 
In fact, social audit has much wider implications and “encompasses an assessment of what a 
company contributes to the society and what it takes away from it”. 

It gave rise to such a controversy on account of the fact that when this order was promulgated it 
was stated that it was introducing “regulatory social audit”. The object of such order was also stated 
to be “to ensure that the social objective of company audit by chartered accountants is achieved ina 
great measure, considering the basic fact that under modern conditions, companies have to 
subserve public interest rather than purely private gain of the investors. Thus, it would help in 
introducing social audit to some extent but to call it social audit would be a bit exaggeration. It can 
better be said that it is a step towards social audit. 
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It is to be noted in this context that some of the obligations of the auditor as introduced in the 
order, have already been assumed by many firms of auditors. With the passage of time, the auditors 
have started undertaking more careful examination of the accounts rather than simply undertake 
what is known as “verificatory audit’. With the growth of large number of central government and 
state government undertakings in the country, the auditors are becoming conscious of this fact and 
changing their attitude accordingly. 

It has also been pointed out that some of the additional matters on which the auditor has to 
make a statement in his report under this order represent merely a statutory recognition of what 
were already recognised as ‘standard auditing practices’. It has been further pointed out that the 
‘auditing procedures’ as discussed in the ‘Statement of Auditing and Assurance Standards’ issued 
by the ICA1 is more or less similar, regarding stocks and fixed assets, to what is implied in this 
order. 

So, it can be concluded from the above discussion that CARO cannot be considered as a part of 
social audit. 


Q. 52. What is government audit? What are the objectives of government audit? Dis- 
tinguish between government audit and commercial audit. 


Answer: Government audit refers to the audit of accounts of departments and offices of the 
central government, the state governments and the union territories. Under Article 149 of the 
Constitution of India, the Comptroller and Auditor General of India is empowered to conduct 
complete audit of accounts of governments and of those undertakings which are directly under a 
ministry or government department. 
Objectives 
An Introduction to Indian Government Accounts and Audit, a book issued under the authority of the 
Comptroller and Auditor General of India, states that the main objectives of the government audit 
are to ensure: 
e That there is provision of funds for the expenditure duly authorised by a competent 
authority 
e That the expenditure is in accordance with a sanction properly accorded and is incurred by 
an officer competent to incur it 
e That the payment has, as a fact, been made and has been made to the proper person and that 
it has been so acknowledged and recorded that a second claim against the government on the 
same account is impossible 
e That the charge is correctly classified and that if a charge is debitable to the personal account 
of a contractor, employee or other individual, or is recoverable from him under any rule or 
order, it is recorded as such ina prescribed account 
e That in the case of audit of receipts sums due are regularly recovered and checked against 
demand and sums received are duly brought to credit in the accounts 


e That in the case of audit of stores and stock, where a priced account is maintained, stores are 
priced with reasonable accuracy and that the rates initially fixed are reviewed from time to 
time, correlated with market rates and revised when necessary 

e That the articles are counted periodically and otherwise examined for verification of the ac- 
curacy of the quantity balances in the books and that the total of the valued account tallies 
with the physical numerical balance of stock materials at the rates applicable to the various 
classes of stores 
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e That expenditure conforms to the following general principles which have, for long, been 
recognised as standards of financial propriety, namely, 


(a) That the expenditure is not prima facie more than the occasion demands, and that every 
government servant exercises the same vigilance in respect of expenditure incurred 
from public moneys as a person of ordinary prudence would exercise in respect of ex- 
penditure of his own money 


(b) 


That no authority exercises its powers of sanctioning expenditure to pass an order 


which will be, directly or indirectly, to its own advantage 


community unless 


That public moneys are not utilised for the benefit of a particular person or section of the 


e the amount of expenditure involved is insignificant, or 


e a claim for the amount could be enforced in a court of law, or 


e the expenditure is in pursuance of a recognised policy or custom, and 


(d) 


That the amount of allowances granted to meet expenditure of a particular type is so 


regulated that the allowances are not, on the whole, sources of profit to the recipients. 


In a nutshell, government audit encompasses two main elements. These are as follows: 


(i) Fiscal accountability—audit of provision of funds, sanctions, compliance and propriety and 


(ii) Managerial accountability— audit of efficiency, economy and effectiveness. 


Distinction between Government Audit and Commercial Audit 


Government audit is not same as commercial audit. Certain special aspects are required to be 
covered under government audit, which are not at all required for commercial audit. 


The distinction between government audit and commercial audit can be outlined in the 


following way: 


Points of distinction 
1. Nature of audit 


2. Auditor 
3. Dominating factor 


4. Preparatioofaccounts 


Government audit 


Governmertuditis conductedlmost 
continuousthroughowheyeay because 
thenumbeoftransactiorismanyandin- 
volves large sums of money 


Theauditofficersof the Indianauditand 
accountdepartmentogovernmeatudit. 


Propriety-cum-efficieaagitis predomi- 
nant in government audit. 


Inthiscasethelndiamuditandaccounts 
departmenncludings fieldofficespre- 
paresorcompilehemajopartofgovern- 
ment accountsand also audits the 
accounts. 


Commercial audit 


Commercialditsmostlperiodicah 
nature. 


Professionatharteredaccountants 
mostly conduct commercial audit. 


Thisaspecis notstrictlyadheredn 
case of commercial audit. 


Incommercialudittheauditoaudits 
theaccountgreparedy othersThe 
auditofs notat all responsibltrthe 
preparatioand/or compilatioaf ac- 
counts. 


Contd. 
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Contd. 


5. Method of accounting Ingovernmeatudittheauditohastosee Incommercialudittheauditohasto 
whethetheaccounthavebeerprepared seewhethetheaccounthavebeen 
accordintptheprescribedileofgovern- preparednthebasisof doubleentry 


ment accounts. system. 
6. Objective Governmeatdiisconcernewithexam- Theprimarpbjectivefthisaudits to 
ining the propriety of expenditure. see whethethe balancesheetpre- 


paredgivesa trueandfairviesof the 
stateofaffairsftheenterprisendthe 
profiandlossaccoungivesa trueand 
fairviewoftheprofibrlossoftheenter- 
prise. 


7. Vouchingfpayment Governmeapendingsdoneythetreas- Incommercialficesthecashiedoes 
ury officeror disbursemergificer who nothavdomakesuclascrutinpefore 
makegdetailegcrutinpfthebillssefore paymentSo,paymentsequir@roper 
paymentSo, governmerduditoris re- vouching in commercial audit. 
lieved of detailed checking of payments. 


In fact, the government auditor, unlike the independent financial auditor, is concerned with ex- 
amining the economy, efficiency, and effectiveness (i.e. three E’s) of various schemes or projects. 
The government auditor seeks to get the following answers: 

(a) Whether the projects have been completed at the minimum cost, i.e. whether the project cost 
is economical or not. 

(b) Whether the project has efficiently been completed, i.e. whether the projects are not suffering 
from deficiencies. 

(c) Whether the projects have been performed in the most effective way, i.e. whether the projects 
become successful projects or not. 

It can, thus, be seen that the objectives of government audit are much wider than those of inde- 
pendent financial audit. In government audit, there is a greater emphasis on examining compliance 
with standards of financial propriety, compliance with rules and procedures and the efficiency and 
performance of various projects or schemes than in an independent financial audit. The difference 
in objectives of audit generates from the consideration of public interest and the urge to exercise 
stringent financial controls over public money. 


Q. 53. What are CAATs? Why CAATs are required? What are the different types of CAATs 
used in accounting in a computerised environment? 


Answer: Computer assisted audit techniques involve the use of computers in the process of an 
audit rather than limiting it to an entirely manual approach. CAATs are defined as computer based 
tools and techniques, which facilitate auditors to increase their personal productivity as well as that 
of audit function. CAATs are software tools for auditors to access, analyse and interpret data and to 
draw an opinion for an audit objective. 


Model Questions and Answers Q 
Need for CAATs 


Statement on AAS- 16 states that effectiveness and efficiency of audit procedures may be improved 
through use of CAATs. CAATs may be used in performing various auditing procedures, including 
the following- 

e Tests of details of transactions and balances 

e Analytical procedures 

e Tests for general controls 

e Sampling programmes to extract data for audit testing 

e Tests of application controls 

e Re-performing calculations performed by the entity’s accounting system 

Guidance note on CAAT issued by the Institute of Chartered Accountants of India describes 
CAATs as important tools for the auditor in performing audits. During the course of audit, auditor 
is to obtain sufficient, relevant and useful evidence to achieve the audit objectives effectively. Audit 
findings and conclusions are to be supported by appropriate analysis and interpretation of the evi- 
dence. 

In auditing a computerised environment where all significant operations are computerised, it 
may be impractical to perform audit completely and with assurance unless the auditor uses CAATs 
for collection and evaluation of audit evidence by performing both compliance and substantive 
tests. By using CAATSs, it is possible for the auditor to perform audit more effectively and efficiently 
and also have greater assurance on the audit process. 


Types of CAATs 
CAATs can be broadly categorised into the following three types: 
1. Generalised Audit Software (GAS) 


These are also referred as Package Programmes. GAS refers to generalised computer programmes 
designed to perform data-processing functions such as reading data, selecting and analysing infor- 
mation, performing calculations, creating data files and reporting in a format specified by the audi- 
tor. GAS is standard off-the-shelf audit software, which can be used across enterprises and 
platforms. 
2. Specialised Audit Software (SAS) 
These are also referred to as purpose-written programmes. They perform audit tasks in specific cir- 
cumstances. These are specifically written for performing audit tests for specific type of applica- 
tions. These programmes may be developed by the auditor, the entity being audited or an outside 
programmer hired by the auditor. In some cases, the auditor may use an entity’s existing pro- 
grammes in their original or modified state because it may be more efficient than developing inde- 
pendent programmes. 
3. Utility software 
These are used by an entity to perform common data processing functions, such as sorting, creating 
and printing files. Utility software also includes utility programmes available in system pro- 
grammes for performing debugging or analysis of various aspects of usage/access. These pro- 
grammes are generally not designed for audit purposes but can be used for performing specific 
tests. 

CAATs and more specifically audit software have the potential to enable auditors to recognise 
computer as a tool to assist them in the audit process. Audit software give auditors access to data in 
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the medium in which it is stored, eliminating the boundaries of how it can be audited. Once the 
auditors accept and learn how to use audit software, they will be in a better position to create value 
addition in their audit. The greatest barrier in promoting use of audit software is failure to recognise 
opportunities to use audit software for audit. Understanding and recognising how CAATs can be 
used and knowing how to use audit software is most critical to its effective use. 

Using audit software enhances the effectiveness of audit and enables auditor to provide better 
assurance to their clients. In an increasingly computerised environment, it is critical for the auditor 
to move from ticks to clicks and learn to harness the power of computers for audit. Using audit soft- 
ware as their tool for auditing digitised data, auditor can shift focus from time consuming manual 
verification audit procedures to intelligent analysis of data to provide assurance to clients and man- 
age audit risks. 


Q. 54. Distinguish between statutory audit and non-statutory audit. 


Answer: Statutory audit is that type of audit, which is required to be conducted to fulfil the 
prescribed norms of the statute governing a particular organisation. In other words, when an audit 
is conducted compulsorily as per the provisions of the statute, it is called statutory audit. In our 
country organisations like joint stock companies, co-operative societies etc. are required to get their 
accounts audited according to the statutes governing these organisations. 

Non-statutory audit is that type of audit, which is not required to be conducted to satisfy any 
legal requirement. This type of audit is usually undertaken to enjoy the benefits of audited accounts. 
In our country, there is no legal compulsion in conducting audit of sole-proprietorship business or 
partnership firms, yet the organisations get their accounts audited to derive certain benefits. 

The difference between statutory audit and non-statutory audit can be outlined in the following 
way: 


Points of difference Statutory audit Non-statutory audit 
1. Legal requirements Statutorguditsconductetbfulfillegal Thereis no legalcompulsiom con- 
requirements. ductinghistypeof audit Diferentr- 


ganisationgettheiraccountaudited 
to derive certain benefits. 


2. Purpose Statutorguditis mainlyconductetb Non-statutoaudiis conductenhainly 
protectheinteresof theshareholdersto providéenefitto theownergfthe 
or the public in general. businessesyiz. sole-proprietquart- 

ners, etc. 


3. Submissioofaudireport Thestatutorguditofs requiredosub- Non-statutoawditois requiretbsub- 
mit his audit report to the shareholderishis auditreporto the ownersi.e. 
proprietor or partners. 


4. Qualificatioofauditor Theauditoshoulqgbossesiherequired Therésnohardandfastruleregarding 
qualificationss prescribedythere- thequalificatiomsanauditomcaseof 
spective governing statute. non-statutory audit. 


Contd. 


Contd. 


5. Appointmenfauditor 


Theappointmeprocedureftheaudi- 
toris giverin therespectivstatuteand 
theauditoshoulde appointeby fol- 
lowing that prescribed procedure. 


6. Rights and duties of audifidrerightsanddutiesfa statutoraudi- 


7. Liabilities of auditor 


toris provideth thestatutetself1n no 
situationtheserightsand dutiesare 
possible to be changed. 


Thestatutorauditocanbeheldliable 
bothas percommorawof thecountry 
and as per the governing statute. 
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Therésnoprescribeorocedurfrthe 
appointmerdf auditoin thistypeof 
auditAuditorareappointedsperthe 
agreement with the owners. 


Therightsanddutiesofa non-statutory 
auditorare determines per the 
agreemenénterednto betweerthe 
auditor and the auditee. 


Thenon-statutoauditocanbeheldi- 
ableonlyas per commonaw of the 
country 


8. Remuneration of auditcr Remuneratioof statutoryauditorsds Theremuneratioof thenon-statutory 
usuallydetermine@y the respective auditoltis determinedn the basisof 


9. Areaofaudit 


10. Regularity 


statuterthestatuterescribesepro- 
cedureffixatiorof remuneratia@ithe 
auditar 


Thestatutorauditomustcoverallthe 
accountingreasoftheorganisatiom 
no case, can it be partial. 


Statutorauditis usuallyconductedn 
regular basis. 


Q. 55. Comment on the following statements: 
(a) ‘Accounting is a necessity, but auditing is a luxury.’ 
(b) ‘Auditing is a technique of accounting control.’ 


agreemerttetweetheauditoandthe 
auditee. 


Areaof auditdependgntherequire- 
mentsof theorganisation-heranay 
be complete as well as partial audit. 


Therésnoregularit conductingon- 
statutorguditThistypeofaudits con- 
ductecisandwhentisrequiredythe 
organisation. 


Answer: 


(a) It is often told that accounting is a necessity, but auditing is a luxury. The first part of the state- 
ment is totally correct, but the correctness of the second part of the statement depends on the situa- 
tion under which auditing is conducted. 


Accounting is necessary to ascertain the financial result as well as financial position of an or- 
ganisation. Whatever may be the nature, type and size of an organisation, each organisation has to 
adopt accounting to measure its own performance. In case of a business organisation, profit and loss 
account and balance sheet are prepared to ascertain the financial result as well as financial position 
of a particular period of time. Similarly, in case of non-profit seeking organisations, though the ob- 
jective is not to earn profit, these organisations also prepare accounts to know the surplus 
generated. Without adopting accounting by maintaining books of accounts for recording financial 
and economic events, no organisation can maintain its scarce fund and itis also not possible to have 
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idea about the incomes and expenses of the organisation. Hence, it is rightly said that accounting is 
a necessity. 

Auditing is not a luxury in most of the cases. In case of company form of organisations, where 
ownership is totally separated from the management, auditing ensures the proper utilisation of 
fund provided by the shareholders and other loan providers. That is why, in the Companies Act, 
auditing has been made compulsory by introducing required provisions with a view to protect the 
interest of the shareholders and other interested parties. For the same reason, the co-operative soci- 
eties and other statutory organisations are also required to conduct audit of their accounts. But 
auditing is not compulsory in case of sole-proprietorship and partnership firms. If the accounts of 
these types of organisations are maintained properly and if the proprietor or the partners are confi- 
dent about the accuracy and reliability of the accounts maintained, then auditing may be consid- 
ered unnecessary and to some extent luxury. However, if the accounts of these organisations are not 
audited, they will fail to enjoy some of the important benefits of conducting audit. The banks and 
other financial institutions provide loans on the basis of audited balance sheet and profit and loss 
account, the insurance companies settle their insurance claims on the basis of audited balance sheet 
and even if there is any disagreement among the partners regarding their accounts, the court will 
give decisions on the basis of audited accounts. Hence, it is inappropriate to say that auditing is a 
luxury. It is better to say that both accounting and auditing are required to know the true and fair 
view of the financial position and financial performance of an organisation. 


(b) The basic functions of accounting is to record the economic events that have the effect in chang- 
ing the financial position of an organisation and to prepare the financial statements at the end of a 
particular accounting period. The objectives behind these functions of accounting are to know the 
financial result and the financial position of that organisation in a particular accounting period and 
at the end of the accounting period. The users of the financial statements include the management, 
the shareholders, creditors, investors, loan providing agencies and the public in general. 

Auditors are appointed in these organisations to check the authenticity and reliability of the 
books of accounts maintained by these organisations and the relevant documents preserved in or- 
der to support the transactions. After checking the books of accounts and relevant documents, the 
auditors are required to submit a report to the owners of the organisation. In the report, the auditors 
have to state as to whether the books of accounts maintained by the organisation give a true and fair 
view of the state of affairs of the organisation as disclosed in the financial statements. If the books of 
accounts fail to give a true and fair picture of the financial activities of that organisation, the auditor 
will report accordingly. 

In the light of the above two concepts about the functions of accounting and auditing, it can be 
said that auditing is a technique of accounting control. In keeping the books of accounts or main- 
taining records through proper recording of economic events of an organisation, the accountants 
may make mistakes, i.e. accounting error may be there or they may adopt unfair practices to ma- 
nipulate accounts to mislead the users. If there are accounting errors or frauds in the records and 
documents, the books of accounts will not disclose the true and fair view of the financial position of 
the organisation. In conducting audit, the auditor has to go through the entries recorded in the 
books of accounts and supporting documents to ensure him about the truth and fairness of the 
financial statements prepared on the basis of the books of accounts maintained. If he finds any 
inconsistency and irregularity in the books of accounts, he will raise objections and report 
accordingly. As a result, the persons involved in maintaining the books of accounts and relevant 
documents become very cautious in discharging their duties, because they know that if there is any 
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irregularity in keeping the books of accounts, the auditor will report against the irregularity. So, the 
employees involved in maintaining the books of accounts want to be regular in their duties. Hence, 
it can be rightly said that accounting work is under the control of auditing work and auditing is a 
technique of accounting control. 
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Co-operative societies, audit of 477 
Cost audit 38, 414-424 

Cost records 231 

Current audit file 53-54 

Current liabilities, audit of 160-162 
Cut-off date 63 

Cut-off Procedures 63 


Discount on issue of shares 206 
Disqualification of auditor 230 
Dividends 268 

Divisible profits 269 

Duties of auditor 236 


EDP audit 

Educational instutions, audit of 480-482 
Efficiency audit 39, 420-421 

Energy audit 40 


Environmental audit 40, 444-448 
Errors-meaning of 7 

Prention and detection of 5, 8 

role of auditor in detection of 8 

types of 7 
Events occuring after balance sheet data 164 
External Evidence 57 
Extra-ordering items 165 


Fees of auditor 229 

Final audit 33 

First auditor 226 

Fixed assets, audit of 146-150 
cost of 171 
defined 171 
physical verification 56 
reporting requirements under CARO 290 
valuation of 146 
verification of 146 

Flow chart 63 

Forfeiture of share 208 

Fraud, meaning of 8 
Prevention and detection of 5 
role of auditor in detection of 9 
types of 8 


Goods sent on approval, audit of 123 
Goodwill 143 

Government audit 522-524 
Government companies, audit of 520 


Hospitals, audit of 485-487 
Hotels, audit of 482-484 


Interim audit 34 

Interim dividend 278-279 

Internal audit 94-101 

Internal auditor 101 

Internal check 84-94 

Internal control 72-84 

Inventories, audit of 152-154 
internal control 88-90 
physical verification 153 
valuation 153 

Investments, audit of 150-152 
valuation 151 


Joint audit 243 


Kinds of Audit 23-41 
Knowledge of business 45 


Land, valuation of 146 
verification of 146 
Liabilities, of an auditor 237-241 
civil, of an auditor 240 
contingent 163 
crimal, of an auditor 241 
of an auditor to third parties 241 
of joint auditor 244 
under the Companies Act 238-239 
Lien of an auditor 235-236 
Loan-verification of 160 
Low cost items, depreciation 181 


Management audit 38, 424-430 
Management auditor 428 
Managerial Remuneration 126 
Methods of depreciation 174-177 
Misappropriation, of cash 8, 156 
of goods 8, 152 

Misconduct 458 

Misfeasance 240 


Nature of auditing 1-19 
Necessity of providing depreciation 170 
Negative report 295 


Negligence, liability for 240 


Objective of audit 5 

Objective of Internal audit 95-96 
Objective of internal check 85-86 
Objective of internal control 73-74 
Objective of investigation 388-389 
Operational audit 433-434 
Organisational chart 577 


Password 533 
Performance audit 39, 420-421 
Permanent audit file 54 
Physical verification as an audit technique 56 
of cash in hand 156 
fixed assets 146-150 
Inventories 152-154 
Investments 150-152 
Powers of auditors 234-235 
Preference shares, audit of 212-213 


Preliminary expenses 131 

Premium on issue of share 206 

Previous auditor, communication with 44, 461 
Prior period and extra-ordinary items 165 
Pro-rate depreciation 173 

propriety audit 39, 422-424 

Provision-defined 187 


Qualification in audit report 295-297 
Qualified opinion 295 

Qualities of an auditor 18-19 

Quoted Investments 150 

Qualification of an auditor 230 
Questionnaire on Internal control 82-84 


Re-appointment of auditor 228 
Redemption of Preference shares-audit of 213 
Relying upon the work of an internal auditor 77 
Removal of auditor 231-232 
Remuneration of auditor 229 
Reserves, defined 187 
capital 189 
dividend out of 271 
revenue 188 
secret 192-195 
transfer of profit to 270 
Resignation by auditor 227 
Right shares, audit of 209 
Rights of auditors 234-236 
Rotation of duties 84 


Sampling in audit 64-65 

Schedule VI to Companies Act, 1956 252-266 
School, audit of 480-482 

Scope of audit 13 

Secret reserves 192-195 

Secretarial audit 41 

Share capital, audit of 202-215 

Share premium, audit o 206 

Share transfer 215 

Share allotted against cash 202 

Signing of audit report 288 

Sinking fund 191-192 

Sale proprietary concerns, audit of 501-503 
Special audit 242, 470-499 


Techniques of auditing 56 
Teeming and lading 117-118 


Index & 


Q Index 


Test checking 59-62 

Transaction test 110 

Transfer of profits to Reserve rules 270 
Travelling expenses, audit of 127 

True and fair view 298-300 


Unclaimed dividend 273 
Unpaid dividend 273 
Unqualified opinion 294 
Unquoted investments 150 
Useful life 172, 177 

Using the work of an export 152 


Using the work of another auditor 101-102 
Valuation-defined 138 

difference with verification 138 
Valuation of inventories 152 
Voucher 115 
Vouching 112-115 


Wages-internal check of 90-92 
Washing assets 181 
Window-dressing 142 
Working papers-meaning of 52 


